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EDITORIAL
It is probable that when the accounts of
corporations in certain industries are
published there will be substantial re
ductions in inventory valuations and in some cases the position of
companies will indicate a wide variance between the conditions of
1930 and 1931. Some concrete cases have been brought to atten
tion already. Perhaps there was too much optimism at the close
of 1930 and too much pessimism at the close of 1931, and it is
possible that there will be criticism of the accounts of corporations
which reflect such excessive opinions. This is a difficult matter
and has been distressing many accountants. It is true that the
accountant must be an absolutely impartial spectator and his
opinions must be expressed whether the heavens fall or not, but
sometimes extraordinary conditions must receive consideration,
although they should not be allowed to influence the statement
of cold fact. The accountant in such circumstances is in very
much the same position as the supreme court of the United States
when it is called upon to adjudicate a cause which will have a
bearing upon the entire future of the body politic. In cases of
that kind it is well known that the members of the supreme court
regard not only the questions of fact and law presented to them
but also the effect which they believe will follow their dicta.
For example, it is commonly said, though of course no one knows
whether the statement is true or false, that some of the decisions
dealing with the 18th amendment of the constitution and the
enforcement laws enacted under that amendment have been
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considered by the court in the light of expediency as well as in
the light of jurisprudence. No one has strenuously opposed the
supreme court’s determination to consider all the circumstances.
And indeed, it would be rather ridiculous for the supreme tribunal
of the nation to be so "cabin’d, cribb’d, confined” by law and
precedent that it could not hear the sound of the voices in the
street.

In the same way, in such abnormal con
ditions as those which now annoy us, the
accountant who is called in to express an
opinion upon the value and stability of a concern must give some
heed to what is going on outside the immediate range of his pro
fessional duty. This is a subject which it is difficult to discuss
without appearing to advocate a relaxation that would be suicidal
and destructive. Strictly speaking, there can be no trafficking
with proposals that would depart at all from the standards of
absolute probity, but on the other hand there may be a difference
of opinion as to what is continuing truth. In other words, there
may be spasmodic conditions which give an unnecessarily dark
picture but do not last, and if the accountant, in rendering his
opinion of what is the condition of affairs at a given moment, is
convinced that the moment selected is not fairly representative of
any length of time, it seems that he may be pardoned for taking
the longer view—and indeed he may be expected to take the longer
view in justice to all concerned. This should not be reflected
in any certificate, which must, of course, deal with facts unem
bellished, but it seems that it might be permissible for the auditor
of a company to refer indirectly to the peculiarly, and it is hoped
temporarily, debased level of values. At the end of 1930 it was
felt that the worst of the depression was over, many inventories
of goods and securities were not written down as they might have
been and accountants in some cases were lenient and permitted
their clients to indulge in a moderate form of optimism. When
1931, however, had wrought its havoc and business at the end
of the year was far worse than it had been at the beginning, it
seemed to be necessary to make complete adjustments in the
cause of truth and professional duty. What happened was
unfortunate because, whereas at the end of 1930 there was a
certain amount of over-estimation, it was followed at the end of
1931 by undue depreciation. People went from one extreme to
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the other and the range of descent between the two was really
greater than the actual decline in values.

We pointed out in a recent issue of this
magazine that there is an inclination to
fix an arbitrary rate of depreciation of
securities and to carry them on the books at a figure twenty-five
per cent below par instead of at the market value of the day of
closing. No one has been harmed by this white lie, because
wherever it is adopted it must be accompanied by a clear ex
planation that it is what it is. Now, in the case of other inven
tories such as commodities, merchandise and the like it seems
that there may be justification for fixing a valuation which is
neither cost nor market but somewhere between the two. At a
time when it is impossible to sell perfectly good and salable stocks
for which there will be demand in the coming months it does not
seem quite fair to insist that they shall be carried at the absurdly
low price which might be realized by forced sale at the moment.
If a concern is insolvent and must liquidate its holdings that is
one thing, and there can be no difference of opinion as to the
proper treatment of inventories in such a case; but where the
concern is not insolvent and is going to continue in business there
may be plausible arguments adduced to justify the selection of
rates of valuation for inventories not approved in ordinary times.
Perhaps the matter can be best expressed by a concrete case.
Let us suppose that a factory producing pressed steel wheel
barrows has an inventory of ten thousand such articles. They
will not deteriorate if properly sheltered, and there is no prospect
of change in style or model, but no contractors are in the market
for wheelbarrows at this moment and if the stock were offered
it would probably be sold at prices far below the cost of manu
facture. Everyone is confident that sooner or later contractors
must be called upon to resume activities in construction, mining,
road-making and the thousand other enterprises in which they
have in the past played a part. When they begin to work, wheel
barrows will be needed, and then the concern which has its stock
on hand will be in a favorable position to make immediate and
profitable sales. It does not seem fair to carry an inventory in
such a case at the potential sales value of the day. Rather
would it be just to fix a value arbitrarily at something which
might be regarded as a mean between today’s market and the
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market of that happier day to which we are all looking forward.
Other kinds of inventories could be mentioned which would not be
so apt for purposes of illustration. For instance, goods which will
perish or seriously depreciate before the resumption of activity
should be carried, however tragic may be the result, at the present
market value.
It is the duty of the accountant, it
A Case for
seems, to determine whether each case
Discretion
that is brought to his attention will
justify any departure from precedent or not. If he feels that the
inventory, when there is a demand for that inventory, will surely
have a greater value than at present, he has at least logic on his
side when he advocates departure from the generally estimable
principle of cost-or-market-whichever-is-lower. When the ques
tion of security valuation was under discussion it was possible
to reach something like definite conclusion, because in the case
of banks, insurance companies, trusts, etc., there is a supervisory
authority which may make rules that will be applied generally.
There is no such jurisdiction of commerce and industry. Each
case will have to be decided upon its own merits and the account
ant will be called upon to exercise a peculiar degree of vision,
wisdom and discretion. It would be very easy to go much too
far along the road of special considerations. Many a man might
feel that he was justified in approving the carrying of inventories
at cost whatever the market might be. That would be wrong
in spirit and effect; but a valuation between the market values at
a time when there is practically no market and the market values
of normal times must be found and adopted; yet with it must
always appear a full explanation of the basis of valuation. This is
not a matter that an accountant can dismiss easily. It will call
for deep thought, a careful weighing of all the factors and a search
ing of one’s conscience, experience and prescience before deter
mining the point at which prices shall be fixed. Meantime it is
well to remember that the tremendous difference between inven
tory valuations of 1930 and the close of 1931 may be a little
misleading. The descent may have been more gradual than it
would appear.
The papers have been filled lately with
Effects of “Short
discussions of the question of short
Selling”
selling on the stock exchanges and
boards of trade throughout the country, and, as usual when so
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controversial a topic is under consideration, there has been some
rather absurd argument. It is not fair to say that the entire
decline of security values is attributable to short sales and bear
activity. On the other hand, it seems equally ridiculous to main
tain that short selling has not had an injurious effect. Not
long ago appeared a statement to the effect that, of the total
volume of sales on the New York stock exchange in the tragic
month of December, seventeen per cent consisted of short sales,
which, as nearly every one knows, are sales of securities which one
does not own but borrows and expects to buy at a price below
the current market. The fortunate bear operator pockets the
difference between the price which he receives and the price
which he ultimately pays. This, of course, is a complete reversal
of the ordinary process of business in which profits are based upon
the difference of what one has paid and now receives. When
ever there is a tumultuous market and things are going to the
devil generally there is a storm of protest on the subject of short
selling and margin trading and the whole scheme of security
marketing is vehemently damned. It is rather a pity that the
subject can not be discussed in a calm, dispassionate way, because
something might be done to mitigate the evil effects of buying
and selling which are purely speculative, particularly where such
transactions are really little better than the gambling in a bucket
shop.
A good many legislators have been
Difficulties of
considering lately the possibility of for
Regulation
bidding short selling and margin trad
ing, but it must be confessed that it is difficult to understand how
these things can be effectively forbidden. For example, how
can a law be enforced which would prevent the borrowing of
money from a bank on collateral security and the investing of
that money in stocks or bonds? That is margin trading, however
one may disguise it. The only difference is that instead of bor
rowing the money from a broker who in turn borrows it from a
bank, one borrows it himself directly from the bank. Laws
can not touch such transactions as these unless they become
intolerably inquisitorial and defy utterly the constitution and the
principles of the bill of rights. In the case of short selling there
may be ways by which the practice can be curtailed to some
extent. It might be made illegal to pay for any stock or bond
before delivery to the buyer and at the same time banks might
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be forbidden to lend to concerns which seemed to be engaged in
short selling. It might be provided by law that no one should
lend securities which were to be made the means of a gambling
transaction. These and many other things might be done, but
would they be effective? The stock exchange or board of trade
or whatever may be the institution where trading takes place
can enact rules which will substantially check short sales, and,
because of the close supervision which these organizations can
exercise, they might accomplish much, but it is extremely doubt
ful if any legislative enactment could effect what is desired.
Probably every one will admit that, in
The Lesson Should Not principle, short selling is not desirable,
Be Forgotten
but there are many things which we all
deplore and about which nothing can be done except by individual
adherence to a high code of ethics or behavior. We have seen
the fallacy of attempting to regulate what can not be regulated,
and if laws are enacted for the purpose of preventing short selling
they will probably be ignored by many traders and brokers, and we
shall be compelled to witness another illustration of the folly of
excessive legislation. As we have said, the stock exchange or the
board of trade is the best and only effective governor of trading
activities. Perhaps out of the wrath which has been excited by the
success of bear raiding there will come a crusade for reformation,
but the leaders must be the people who are intimately concerned.
And there is another point to be borne in mind. People who
damn the bears seem to labor under the belief that all those who
have been on the short side of the market for the past two or
three years have profited greatly and evilly. It seems at first
glance that one who was constantly a bear must have made a
good deal of money, but if the rumors about Wall street, for
example, are true nobody has made money and nearly everyone
has lost a substantial portion of his wealth. This anomaly can
not be explained, but it is true that neither bulls nor bears have
profited. Everybody seems to have lost and the pernicious evil
of short selling—and it is a serious evil—has not brought much
lucre into the hands of the malefactors. Now that the market is
gradually advancing we shall probably hear less about short
selling. There will be fewer bears, and everyone longs for an
upward swing, but it would be a pity if the agitation which has
arisen should be allowed to die down simply because the injurious
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effects of unrestricted speculation had ceased to be quite so ap
parent as they had been.

For many years the profession of ac
countancy has desired to make its
merits better known to the world at
large. One hears frequently about the woeful obscurity of the
profession in this country, and practitioners are eager to agree
with speakers who assert that something must be done to inform
the public about what the accountant is, what he can do and the
fine standards of qualification which accredited accountants must
meet. But, as a matter of fact, the situation is not nearly so
bad as some people suppose. There is a great deal of recognition
accorded in high places to the importance of the profession.
When the age of accountancy in America is remembered, the
progress that has been made in education of the public may be
considered truly gratifying. The ordinary banker, business man
and lawyer has a rather clear idea of what the accountant can
accomplish and, while that idea may not always be entirely
what the accountant would desire, it usually has some foundation
in experience. That is simply to say that in the end the layman’s
impression of accountancy is governed by his own knowledge of
individual accountants. Magazine articles advocating appoint
ment of accountants as receivers in bankruptcy, for example,
may be helpful to a certain extent, but they will never bring about
substantial reform until accountants find opportunity to display
competence in the capacity of receiver. Bulletins published by
accountants’ societies and distributed among the business men
of the community for the purpose of extolling the accountant and
describing the field of his work have not been wholly effective.
The recipient of a bulletin need not be exceptionally perspicacious
to discover the motive behind such a publication. We all know
that it is human nature not to pay much attention to special
pleading. The way in which the public has learned about pro
fessional accountants and their activities is by observation of
what the accountants themselves have done—not by what the
accountant says he has done or would be glad to do.
Publicity for the
Profession

The profession is to be congratulated on
the fact that enough of its members have
distinguished themselves in many ways
to earn the esteem of the public for the whole group. As a whole,
167

Effect of Good
Work

The Journal of Accountancy
American accountants are regarded with respect by the business
community. Practitioners who bewail the inconspicuousness of
their profession cling to the mistaken belief that newsprint is the
only means of publicity. The truth is that the best publicity—
using that word in its proper sense—is public knowledge of work
well done. That sounds dreadfully trite, but sometimes the things
which everybody knows are overlooked. Those who clamor for
fame are apt to forget that anything more enduring than a tempo
rary notoriety must be founded on substantial accomplishment.
For example, the American Institute of Accountants has built up
an immense amount of goodwill for the profession by collaborating
with bankers, stock exchanges, departments of government, trade
associations and the like. This work has been going on for years
and it still continues. It is the best answer to the question,
“What can be done to educate the public?” State societies of
accountants also have adopted plans of a similar character and
the extension of the profession’s participation in public affairs
increases yearly. The quiet, effective work upon which publicity
may be founded will continue and will accomplish tremendous
good even if nothing be written about it; but something may be
done to supplement accomplishment by description of it. Here
is a demonstration of this theory:—The Institute has organized a
systematic procedure for the preparation of news items and the
“release,” as it is called, of publicity matter to the press. This
plan has been well received and a considerable amount of helpful
mention has appeared in the daily papers and in trade publica
tions. This is legitimate and constructive publicity and should
not be confused in any way with that kind of ballyhoo which
has nothing to say but says it any way. Someone said recently
that publicity could not be tacked on an organization like the
tail of a kite. This means that in order to be worth while pub
licity must be merely incidental, not the primary object itself.
Forced publicity is a shadow without substance.
In moments of open confession and utter
frankness, many accountants would be
compelled to admit that the old story of
the cobbler’s children ill shod has its analogue in the condition of
their offices. It is something of a jest among accountants that they
can systematize, organize and administer the office of anyone except
themselves, and it is an open secret that a good many accounting
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offices have been sadly neglected by those who were most inter
ested in them. Now there is a great improvement. Many
firms and individual practitioners have had an opportunity to
clean house which they lacked in busier days. Old customs
which have been handed down have been abandoned, and econ
omies which will no doubt make for better conduct of the profes
sion when activity shall have returned have been introduced.
This will make it possible for practitioners to keep better records
of their accounts receivable, and also accounts payable, and in a
good many cases will lead to a more profitable result than would
have been possible before the dead wood was cleared away. In
casting about for the good which every ill wind blows one may
find an improvement in the internal organization of accountants’
offices and that is a good of considerable magnitude. At a recent
meeting of the American Institute of Accountants there was
discussion on the internal organization of accounting offices.
It was probably to many of the members the most interesting
debate which had ever taken place on the floor of a convention.
They were all intimately concerned and when the tone of the
discussion had been pitched in a key of candor everybody seemed
to want to tell his troubles and admit his shortcomings. Prob
ably the discussion was helpful. At any rate it was closely fol
lowed and there have been repeated requests that the subject of
accounting office organization be revived. After the quietness
of the past year there should be many new ideas based upon the
experience of those who have been employing their time in
house cleaning. When our sadly errant prosperity returns to
bless there will be less time for domestic affairs.
The American Institute Publishing Co.,
successor to The Journal of Account
ancy, Incorporated, has opened a book
shop on the ground floor of the Institute building at 135-137
Cedar street, New York. One of the chief purposes of this new
venture is to meet a quite evident demand for a book-buying
service. Many of the members of the Institute and other persons
who are interested in accountancy live at a distance from cities
where most of the publishing houses have their head offices and
the purchase of books is sometimes delayed or rendered difficult
by uncertainty as to the names and addresses of publishers and
the prices of the books. There have been so many requests for a
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book-buying service that the publishing company believes that
it is meeting a real demand in inaugurating this new plan. The
book shop is open during the business hours of the day and orders
are executed promptly. Books are sold at the regular list price
and postage is paid by the publishing company, except in a few
special cases. One of the principal purposes of the book shop is,
of course, to stimulate interest in the Institute’s own publications
issued through the publishing company. The new venture has
been in operation for a few weeks and the results indicate that
it will succeed.

170

Distribution Methods—By Hand and by Machine
*
By Willard J. Graham
In choosing within the field of machine accounting a topic that
would be of general interest, it was necessary to take for granted
some previous knowledge of this subject. It has been assumed
that the reader is fairly familiar with the machines in the field,
that he knows their important mechanical features, and that he
has some knowledge of their relative adaptability to specific
accounting functions. On the basis of this knowledge of the
fundamentals of machine accounting, there is presented here a
discussion of a subject very closely connected with the daily inter
ests of the practising accountant, viz., “machine applications to
distribution problems.” The discussion is applicable to several of
the distribution problems occurring in the industrial cost-account
ing field, and equally so to certain others lying outside that field.
The treatment is largely technical, with little attention to theory.
For purposes of this discussion distribution is defined as the
posting of a large number of different items to a smaller number of
accounts. A sorting and summarizing process may precede the
actual posting. The “account,” so-called, may be a cost sheet, a
line on a tabulated report, a column on a multi-column spread
sheet or even a register of an accounting machine. In effect,
however, distribution is a sorting, accumulating, summarizing
process, resulting finally in the posting of a large number of items,
individually or in summary, to a smaller number of accounts.
It follows that fundamentally every distribution problem is the
same.
There are numerous methods of distribution, by hand and by
machine, in actual use today. Any tool can be applied to any
distribution problem and the desired information secured; but, in
any given case, some one method can be determined to be the
most efficient in speed, accuracy and cost. Frequently the most
important factor is cost. In some cases the old style pen method
of posting each item individually to a multi-column spread sheet is
the proper method. At the other extreme are cases where
punched card tabulating machines provide the only efficient
method. Between are cases calling for calculators, adding-listing
*A revision of an address before the Dayton, Ohio, chapter of the National Association of Cost
Accountants.
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machines, multi-counter bookkeeping and accounting machines,
duplicating machines, etc. Usually there is one best method in
any given case. Special conditions relative to personnel, existing
equipment, and pressure of time may become the determining
factors in the decision. In any case the one best method can be
determined only after intensive study and research relative to the
job to be done and every operation and procedure related, even
remotely, to its accomplishment. In such an analysis it is neces
sary to start at the origin of the transaction, follow it through the
distribution process and trace the result to the final report. A
change in a form or a procedure prior or subsequent to the actual
distribution job may materially facilitate that job and may even
alter the decision in the selection of the one best method.
There is presented below a brief outline of the most popular
distribution methods in actual use, followed by a discussion of the
variables that are present in any distribution problem, which
determine, in any given case, the selection of the one best method.
It is not the intention to determine which method or which
machine is preferable in each case, but a basis for the analysis of
any situation is suggested.
First there are what might be called the fundamental methods
of distribution, which go to make up any actual method in use.
They are as follows:
1. The posting in order of each item to unit accounts.
(a) By hand
(b) By machine
2. The posting in order of each item to a multi-column spread
sheet.
(a) By hand
(b) By machine
3. “Leafing” through the posting media, selecting all of one
item, then all of another, etc.—the so-called “exhaust
method. ”
4. Distribution, item by item, into a multi-key-selected-register
bookkeeping or accounting machine.
5. The sorting of unit posting media and the accumulation of
totals.
(a) By hand
(b) By machine
All existing methods of distribution are combinations and
variations of these five fundamental methods. These actually
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existing methods are discussed below, briefly, but somewhat in
detail.
1-a. The first method to be mentioned should be that of pen
posting to unit accounts, item by item, with a periodic totaling
and/or balancing of the account. In one sense this is not a real
distribution, but only a posting operation.
1- b. Posting by machine to unit accounts is similar to the first
method described. It has the usual advantages of machine
posting over hand posting—speed, legibility, and accuracy. It is
often combined with a distribution on a second basis.
2 a. A second pen method is that of pen-posting to a multicolumn spread sheet, item by item, totaling the columns mentally
or by machine, then pen posting the totals to unit accounts. In
some cases the spread sheet is used as a final report. This is an
old familiar method still in common use. In some cases it should
be replaced by other methods; in some cases it should not.
2- b. A logical development of the pen-posted spread sheet is
distribution by machine to a multi-column spread sheet, using
machines with a number of horizontal vertical adding registers,
one for each column. Perhaps the only advantages over the
pen method are greater legibility and accuracy, an automatic
total of each group, and a grand total of all groups for proof.
The totals secured may be posted to unit accounts, by hand or by
machine, or the tabular sheet itself may be used as a report.
Perhaps the necessity for this tabular report, in certain cases, is
the primary reason for the adoption of this method. In some
cases it is combined with a posting operation.
3. The so-called “exhaust method” of distribution involves
turning through and selecting similar items from all of the posting
media, adding them into calculators or adding listing machines or
posting them to unit accounts. After going through on one item,
usually the most active one, it is necessary to go through the
media again on the next most active item, and so on until all
items have been abstracted from the media.
4. A common practise in distribution involves the use of multi
counter machines without horizontal tabulation, the counters or
registers being selected from the keyboard instead of by carriage
position. The items are introduced into the machine one by one
by setting up the amounts on the keyboard and depressing the
proper register or counter key. At the end of the run the totals
of each group are printed on a summary sheet.
173
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5-a. The next method is based on the hand sorting of unit
media; this method is very commonly used and is entitled to a
greater degree of respect than is sometimes accorded to it. It is
performed under all sorts of conditions, on all sorts of devices, and
with many types of unit-sorting media. Sorting may be done in
piles on a table, the piles being arranged in a circle or in marked
squares. Again, pigeon-holes may be used, in a circular rack, a
vertical rack, or a rack wholly or partly on an angle; sometimes
one classification is laid out across the top of the rack horizontally,
and another is listed vertically, making it possible to effect classi
fication on two bases with one handling of the media. In addition
to these devices there are available patented products particu
larly for the sorting of large-sized media. One device consists of
a series of shingle-fashion tabs numbered from 1 to 25 or 30, or
even more. The sorting operation is a lifting of a numbered tab
and the inserting of the media to be sorted into the proper com
partment. Another device is a similar arrangement, except that
the compartments may number as high as 200, and are arranged
shingle fashion on a roller—bearing sliding rack, making it possi
ble to bring any compartment to a single given sorting point.
Hand sorting is almost a science, and research on the subject has
brought out some interesting facts. Recently some attention has
been given to the possibility of two handed sorting; under certain
conditions this method increases efficiency to a marked degree.
Considerable discussion has arisen over the question of sorting
into 10’s or 100’s, in large sorts; to date the 10’s seem to have
preference over the 100’s.
At the completion of the hand-sorting process, piles or groups of
media may be totaled by machine or by hand. Machines appli
cable to this operation are calculators and adding listing machines.
On the adding-machine-type bookkeeping machine it is possible
to list each item on the tape, then sub-total, tabulate and post the
total to a unit account, perhaps picking up the old balance, print
ing the new balance and proving. Many variations of the pro
cedure are possible on this type of bookkeeping machine. If the
posting process is not combined with the adding process, it must
follow it. The posting may be by hand or by machine, to unit
accounts, or to a multi-column spread sheet in order to secure a
distribution on the second classification.
The hand-sorting method, of course, requires the existence or
creation of unit sorting media. These may exist automatically,
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as in the case of material requisitions, individual worker’s time
tickets, preprinted unit slips, etc. In other cases they must be
created by any one of several methods, the most popular of which
are the following:
1. A perforated copy of the original media, typewritten or pre
pared on an autographic register, perhaps double or triple spaced.
2. A shingled copy of the original media.
3. Line or spot carbonized form to secure spacing between the
items, perhaps every third item carboning through on the same
form, perforated for separation, or perhaps having as many copies
of the form as there are items on the original form.
4. Perforated tag board prepared in conjunction with a pre
listing of the items to be distributed, or with a previous computa
tion of these items.
5. Tagboard automatically printed, cut and stacked in con
junction with a pre-listing operation.
6. By a ticket issuing machine—a separate operation.
7. By a machine which issues a ticket in conjunction with a
posting operation.
8. By repeat print on tag board in conjunction with a posting
operation, this tag board to be later cut, or separated at the per
forations, or torn off, to create unit posting media.
9. By a machine which issues a ticket on a miscellaneous classi
fication while the items belonging to the more active accounts are
being distributed directly into accumulating registers.
10. By the use of preprinted unit slips, requiring only the check
ing of items and the addition of amounts or quantity, to create
unit slips. The so-called “biff ticket” method is a good example.
11. By a duplicating operation. The shingling of item slips on
a copy of the sales invoice by the ditto process is an example of
this method.
12. The automatic punching of a card on a key punch-billing
machine hookup.
5-b. It might be noted that the familiar punched card method
is only a unit-sort method; the steps are the same as in the case of
a hand-sort method: the creation of a posting media on a key
punch, a sorting operation on the sorter and an accumulation on
the tabulator.
Many variations and combinations of these methods are found
in actual practice. Frequently distribution on the first classifica
tion is secured by hand sorting the original media; (in some cases
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the media may come to the distribution section automatically
grouped by some previous operation; e.g., the posting of sales
invoices to accounts receivable arranged on a geographical basis
gives an automatic grouping of sales invoices by salesmen or
territories). Following this hand-sort on one basis, any one of
several methods may be used to secure distribution on a second
basis or sub-classification:
1. The items may be entered by hand or machine to multicolumn spread sheets, and a mental or machine accumulation of
the columns will give the total of each account in the second group;
a re-capitulation of column totals will give the grand totals of
the groups on the second basis.
2. After a hand sort on one classification, the items may be
entered directly into the various counters of a multi-keyselected-register machine. Totals of the registers give the totals
of the account on the second basis, within each major group
secured by hand sort on the first basis. A re-capitulation of these
totals gives the grand total of each group on the second basis.
3. Following the hand sort for the first distribution the socalled exhaust method may be used on the second, and the items
entered into calculators or adding listing machines. The totals
thus secured may be posted to multi-column spread sheets or to
peg-board strips and recapped horizontally and vertically for
grand totals.
The so-called peg-board strips can be used as original media,
assembled into flexible spread sheets for accumulation, and then
filed permanently in binders. They have distinct advantages for
certain types of work.
This is admittedly a very incomplete survey of the methods of
distribution in actual use today. There are dozens of others.
Space does not permit further discussion at this point. However,
it is believed that these are the fundamental methods and that all
others are variations and combinations of them.
Earlier in the discussion it was stated that fundamentally every
distribution problem is the same, and it is—fundamentally.
However, the details of each distribution problem are widely
dissimilar to those of every other such problem. The difference is
due to a number of variables existent in each problem, such as the
following:
1. The purpose of the distribution, i.e., the information desired
and the use to be made of it. Frequently information is carefully
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collected and presented, only to be scanned and filed away for
future reference. Again, information which at one time served a
useful purpose may be useless now and should be discontinued.
Very often detailed information is obtained when summarized
information would be adequate. Only when its use is exactly
known can information be acquired efficiently.
2. The value of the information to be obtained. The use to be
made of the information should determine its value. The cost of
obtaining it must be less than that value. The most difficult task
in any distribution problem is to measure the cost against value
received. The cost is relatively easy to determine—though very
grievous errors are often made. But the evaluation of the in
formation obtained is a vastly more difficult task. Theoretically
it is simple. Net profits must be greater with this information
than without it. Practically, it is often difficult to demonstrate
to the management that certain given information is or is not
worth its cost.
3. The degree of error allowable—the necessity for checking
and for proof against established controls. All methods of proof
involve some type of repeated effort and therefore cost money.
Some proofs are more accurate than others—and cost more money.
Increased accuracy of information usually means increased value,
but not always. Frequently approximations can be obtained at
much less cost than proof-to-the-cent accuracy and may serve
the purpose as satisfactorily. It is difficult in any given case to
draw the line at which increased accuracy ceases to be worth its
cost. Perhaps the double-entry system, so admirable, so neces
sary for check and balance in many cases, leads to exaggerated
zeal in many types of distribution problems.
4. The routine prior to the distribution—the preparation of the
media-coding-computation, etc. Some methods of distribution
require more exact and complete preliminary routine than do
others. This routine must be analyzed carefully, perhaps
changed, and coordinated with the distribution operation. The
two operations may at certain points be combined. A prelisting
operation may afford unit-sorting media, or a computation job
may be combined with a distribution on one basis, etc. The
prior routine should be so arranged that the exact point at which
the actual distribution job starts should be hard to determine.
5. The distribution media. At no point in the distribution
problem is there found a greater variety of possibilities than in the
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media. Time tickets, material requisitions, sales invoices, etc.,
come to the distribution operation in all degrees of perfection or
imperfection. They may be machine prepared or hand-written,
legible or illegible, the data arranged in the desired sequence or
otherwise. A preceding operation may have resulted in a unit
sorting media, or a change may be made that will furnish such
media, if desired. The media may have been previously sorted on
one classification basis, or they often can be so sorted in a properly
designed prior routine. A careful analysis may greatly facilitate
the actual distribution problem. For example, a preprinted salesorder blank may assist in making out the original sales order; it
may facilitate costing and pricing, either by including costs and
prices, or by providing for pasting on price slips for different
classes of trade; it may assist in the extension of the items; and it
may at the same time materially assist in the abstracting of salesanalysis information. Other preprinted forms automatically
become unit slips for hand sorting. A modification of the media
from which information is to be abstracted is important in many
cases. With punched-card tabulating installations it is often
vital.
6. In the frequency of the distribution there are two funda
mental principles opposing each other. It is admitted that time
liness of information increases its value. On the other hand it is
equally true that mass production reduces cost, in the office as
well as in the factory, and that timeliness will therefore increase
the cost of information. Some distributions must be made daily
as the resulting information is well worth its cost. In other cases
a weekly or a monthly distribution is preferable, for the reduced
cost more than offsets the decreased value.
7. The number of media per distribution period is a funda
mental factor in the selection of a method and machine for a
distribution problem, yet it is frequently given too little considera
tion. Unless the volume of work is sufficiently large, no machine
should be purchased. Hand sorting or pen posting to a spread
sheet may be highly efficient. If machine methods are desirable,
capacity beyond the requirements of the job should not be pur
chased. A highly specialized machine used only part time may
be an expensive investment, or it may not. A cost analysis, in
terms of the volume of work, is necessary. The usual result of
such an investigation is to reveal a surprisingly small number of
media per distribution period.
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8. The number of items per medium. It is surprising that in
many actual cases the average number of items is not known.
If there is only one item, unit sorting media are automatically
provided. If there are several items, but for certain distributions
the total is the figure used, there still exist unit-sorting media for
that distribution—a fact too often disregarded. Too many items
eliminate the possibility of the so-called exhaust method, decrease
the feasibility of a double run on machines with limited counter
capacity and necessitate the selection of the items in the order
in which they appear on the medium. A larger number of items
facilitates the use of punched card tabulating equipment, for
much of the punching can be done in duplicate. It facilitates the
distribution job if the items on the medium are grouped on one
basis of classification. Frequently this can be accomplished by
the proper design of the posting medium.
9. The size of the item, i.e., the number of digits. The work
involved in pen posting or entering to machine keyboards is
directly related to the size of the items. The work involved in
key punching is determined by the size of the largest item in the
class; this item determines the size of the field, and spacing is done
one column at a time. Also, counter capacity and the maximum
number of counters, on some types of machines, are determined by
the size of the largest items in the class. On relatively small items,
counters may be split into two or three divisions, thereby increas
ing the number of classes or accounts to be handled at one run. In
uniformly large items it may be possible to drop certain of the less
significant figures, if proof-to-the-cent accuracy is not essential.
10. The nature of the items, whether one or more amounts.
So-called “items” for distribution may be in terms of value only,
quantity only or both quantity and value. Value may include
only one amount or more than one. For example, in sales analy
sis, value may include selling price only, or both cost and selling
price, or selling price and profit. Similarly, quantity may include
more than one amount.
Machines with large capacity counters may handle two or more
factors at once; e.g., cost and selling price, selling price and profit,
or quantity and value. In one installation of a well-known distri
bution machine it is necessary to distribute selling price, profit
and quantity. At one run, selling price is distributed, and on a
second run quantity and profit are distributed at the same time,
one on each side of a “split ” keyboard. Selling price and cost are
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frequently handled at one run. In most cases, however, the large
capacity counters could be split any way and could then handle
twice as many classes within this group, as described above.
For example, in a given case, selling price and cost could be
distributed to only one half as many classes (departments, etc.) as
either cost or selling price alone. Counters on some types of
equipment can be “split” readily. Others require the “pump
ing in” of ciphers, between items in the split counter, or laborious
tabulation. In some cases one operator may use two or three
machines at one time, thus in effect doubling or tripling the
number of classes or accounts handled at one run.
11. The number of classifications and sub-classifications causes
more variance of opinion in the selection of a method and a ma
chine than any other. The punched card tabulating men have a
dictum something like this: “When we find three or more clerks
putting the same information in two or more places, we investi
gate for punched cards.” It is probable that the situation
described represents the absolute minimum for such equipment,
and some would place it much higher. It is easy to be misled at
this point by disregarding the possibility of combination methods
that produce two or more classifications at one operation. Fre
quently, too, the totals on one run can be used for a classification
on a second basis without a rehandling of the media. Often one
classification requires less detail than another and the totals of the
media may be distributed by a hand-sort method. The develop
ment of short cuts and summary methods often materially re
duces the apparent requirements for multi-handling of distribution
media.
12. The number of classes (or accounts) in each classification
and their activity are very important. Hand sorting to a large
number of accounts requires more than one handling of the media.
Machines are constructed with a limited maximum of counters
and even the possibility of split counters, or more than one
machine, may not solve the problem. Numerous runs through
the same media may be unsatisfactory. Punched card tabulating
equipment, other things being equal, handles most satisfactorily a
large number of classes or accounts.
However, the method of distribution should not be determined
by the total number of classes, if many of them are relatively in
active or active only irregularly. In some distributions, many
inactive accounts may be omitted intermittently or altogether
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from the distribution. In other cases distribution may be made
regularly to all of the accounts, the most inactive accounts being
handled by a short-cut method; e.g., assume a distribution to 400
accounts, with 85 per cent of the items falling into 20 or 30 active
accounts. By method (4), using a multi-key-selected-register ma
chine, it is possible to make distribution directly to the active
accounts, using one counter for each class; one “miscellaneous”
counter is reserved for the remainder of the items. A unit ticket
is issued for each such item. Subsequently the items on these
tickets are re-distributed to the inactive accounts, either on the
same machine or by hand sorting the unit tickets.
13. The number of items in each class (or account). One or a
very few items in each class may indicate that too much informa
tion is being obtained, that the classification is too finely drawn,
that there are too many accounts. In a classification that is cor
rectly designed, if there are not enough items per account to
justify any kind of a sorting or summarizing process, posting by
hand or machine to unit accounts may be desirable.
14. The routine subsequent to distribution-posting, prepara
tion of reports, etc. The use of the information and the form in
which it is to be presented should influence the method and ma
chine selected for the distribution process. Some machine meth
ods result automatically in an acceptable form of report. If the
posting of totals and the copying of reports are burdensome, and
they can be eliminated within the distribution process, it is a pos
sibility to be considered.
15. Subsequent use of records, media reports, accounts, etc.
In some cases the original media may be destroyed as soon as the
summary figures are proved. Sometimes, however, there is legal
or other necessity for filing or storing it for subsequent use. The
same thing is true of certain types of reports. Some records are
more easily stored than others; moreover, storage space is expen
sive. Some records are more accessible for abstracting informa
tion at subsequent periods; for example, punched cards are bulky
and require considerable storage space. On the other hand, any
information recorded on these cards can readily be abstracted at a
subsequent period by methods almost entirely mechanical.
There may be other so-called variables which have not been in
cluded in this discussion. It is believed that the analysis of any
distribution problem requires the determination of the value of
each of these variables. Unfortunately there is no magic formula
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which gives the correct answer when values are assigned to these
factors mentioned. Usually some point towards one method,
others to different methods. Only by carefully weighing the im
portance of each variable can a correct decision be made.
A few so-called general principles may be added:
1. The installation of a distribution method demands a deter
mination of the purpose to be achieved and an evaluation of its
importance, methods and machine research to select the proper
method, experimentation with a section of the work, computation
on the balance, and a careful weighing of the results.
2. Too much information should not be secured, i.e., informa
tion not worth its cost. The classification must not be too de
tailed. It may not be necessary to obtain full information about
all the accounts in each classification.
3. Infrequent peak loads need not be provided for in the regular
routine, if there is available competent outside service for assist
ance during these periods.
4. A frequent “methods audit” may indicate the necessity for
a change in the distribution method. This may be due to changes
within the organization, changes in information required, or in
volume of transactions, or even in personnel; or it may be due to a
change in methods and machines available. Improvements and
developments in this field are amazingly rapid.
For the next decade research will be the most important prob
lem in accounting and clerical work. So far the representatives
of the accounting machine companies have been important factors
in this field. Every day they are doing work that should be done
by the accountant. Theoretically they do it free of charge, but
the cost is there, of course, in the price of the machine. The cost
of such service is not equitably distributed among purchasers.
It is hoped that the time will come when the accountant will
awaken to his full responsibility in this matter; then the research
work incident to an accounting machine installation will have
been completed when the accounting machine salesman appears
on the scene. This should insure unbiased decision as to the
method and machine selected. There is an economic need for
organizations which will offer high grade service of this type.
To this point little reference has been made to the use of the
punched-card tabulating method in the solution of distribution
problems, because it is a complete topic in itself. It is unneces
sary to describe the punched-card method. It is well known that
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information is transcribed to a rectangular card by means of
punching holes, that these punched cards are then sorted me
chanically, or electrically, into any desired groups, and the results
are accumulated and printed in report form. Originally a statis
tical analysis method, punched-card tabulation has been extended
until almost any accounting function, under certain conditions,
can be performed on this type of equipment.
Recent developments in the field of punched-card accounting
include the following: an eighty and a ninety column card (the
first one was forty-five columns); an improved electric punch that
feeds and ejects cards; an improved reproducing punch for the re
placement of a “set” of cards unfit for further sorting and tabu
lating ; an automatic checking tabulator for verifying deductions;
an interpreter for printing across the top of the card the informa
tion that has been punched into it; a matching device on the sorter
for the automatic selection from duplicates of outstanding tabu
lating card checks; a card-counting printing sorter that counts
cards on three columns and prints the results while sorting on a
fourth column at the same time; direct subtraction; a class selec
tion device that permits the use of corresponding fields on different
cards for different purposes; a more rapid alphabetical tabulator;
automatic printing of total on change of classification in any com
bination of card columns; an automatic compensating carriage
spacing device which spaces to starting line on next form of a series
of continuous forms; a variable automatic stopping device for
stopping after a predetermined number of items.
Ideal punched-card equipment might well include these addi
tional improvements, some of which are in the process of develop
*
ment:
1. A solid printing and accumulating bank of some 70 to 100
digits, with an unlimited split and normal device similar to that
available on some full keyboard adding machines; this would
greatly increase the capacity and flexibility of the equipment, and
would decrease the necessary size of the report.
2. A feeding device on the tabulator for the rapid successive
insertion and removal of forms, such as ledgers, invoices, etc., with
a continuous journal sheet undisturbed.
3. A device for the introduction of amounts into the tabulator
other than through a punched card, e.g., the pickup of an old
* Since this article was written the manufacturers of punch card tabulating systems have com
pleted their development of several of the improvements described.—Editor.
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ledger balance on a secondary keyboard, the current charges and
credits coming from punched cards (see (7) below).
4. Elimination of visible dials on the horizontal type of tabu
lator, with the printing head moved over to the position now oc
cupied by these dials, resulting in a more compact machine.
5. The wiring diagram on the horizontal tabulator moved to the
level of the apron rather than below it.
6. Direct multiplication controlled by the punched card.
7. A device on the tabulator for the automatic punching of a
summary card. This might eliminate the necessity for (3) above.
Punched-card accounting is making such rapid strides that there
may be danger of hastily considered installations. Before select
ing tabulating equipment for a given distribution job, the follow
ing factors should be considered:
1. The total number of distributions and sub-distributions to
be made with these cards. All must be necessary, and not added
merely to keep the machine busy.
2. Subsequent use for the punched cards.
3. Other work to be put on this equipment at less direct cost
than by another method. This point may be eliminated by the
possibility of outside tabulating service, unless the basic load is
large enough.
4. Other equipment necessary in verification; obtaining of pre
determined totals, controls, etc.
5. Need for current information between tabulator runs.
(This is not general in case of distribution, but is important in
some other types of punched-card installations.)
6. Computation of the full cost, including rent of equipment,
card cost, operators’ salaries, overhead, cost and operation of
supplementary equipment, cost of additional vault and storage
space for cards, if they are to be kept any length of time, etc.
Computation of the full cost of alternative methods, and compari
sons of them. Such a cost analysis is a very complex and
difficult problem. The value of the additional information ob
tained by punched-card methods should be ascertained.
7. Determination and valuation for all methods; the accuracy
of the information; the promptness with which it is obtained and
presented in proper report form.
8. The possibility of transferring the whole job to a high grade
tabulating service company, perhaps only temporarily until the
system is complete. The savings effected are often substantial.
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9. Availability of competent outside consulting service in
making the installation, designing the form of the cards, final re
ports, etc. A careful analysis of this nature may avoid costly
errors in any accounting machine installation.
In conclusion it is perhaps appropriate to look to the future of
distribution methods. An installation in a department store in
Pittsburgh is attracting a great deal of interest. There the sales
audit (as well as inventory control and analysis of purchases) is
being obtained by the tabulation of cards punched automatically
as the employee on the floor records the sale of the merchandise.
This installation has some of the features of an “ideal” method of
distribution, but includes one possibly unnecessary step, the
punched card. As an alternative, let us visualize a method of
distribution which is completely automatic. For example, in a
department store, as the employee records a sale on a transmitter
on the sales floor, the amount of the sale is automatically (elec
trically) added into an electric adding dial representing the em
ployee’s daily sales, is added into another dial representing the
department’s daily sales, is added to the proper class of sales
(cash, account, C.O.D., etc.), is deducted from the proper inven
tory account, is charged to a customer’s ledger control account or
added to the cash in the hands of the proper cashier, etc. These
adding (and direct subtracting) dials are in a central machine
room. At the end of the day a summary sheet is inserted at a
central printing point and totals or sub-totals of all adding dials
are printed on this summary sheet, and the analysis is completed.
This may be fanciful, but it is not impossible and has been suggested.
It is possible to look still further into the future. The rapid
progress of the photographic method of reproducing records sug
gests untold possibilities. Perhaps it will be possible to photo
graph original media, pass them over a cylinder, and thus actuate
distribution machines. Conceivably the action of light waves
may cause the operation of adding dials; perhaps the underlying
principles of radio waves and television can be utilized in the solu
tion of machine-accounting problems. The applications of such
methods are in the distant future, of course, and in any case would
be limited. Any such solution of present-day distribution prob
lems is improbable. It is necessary to carry on under the methods
now available. It is possible, however, to dream of electric
adding dials, light waves, radio waves, etc., that may some day
remove the routine drudgery of present distribution methods.
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Development of the Modern Business Budget
By Della Mae Rogers

Of all the problems confronting business men today, none is
receiving more attention than the problem of controlling opera
tions by means of the budget. This is evidenced by the enormous
amount of written data, published during the past two decades, on
the subject of budgets. Men usually write about those things
that absorb their thoughts and attention. It is difficult to find a
commercial magazine today in which the budget is not discussed.
Some rather interesting questions present themselves to readers
of this budgetary literature, for example:

(1) What is this business budget, and why all this sudden
interest in it?
(2) What were the forces working together which resulted in
its adoption by business, and how has it developed?
(3) Was the governmental budget, of which we have known for
many years, taken over intact by business, or has the
business budget gone through a gradual development,
and along lines different from the governmental budget?
These are some of the questions whose answers I have been at
tempting to find by making an exhaustive review of the account
ing and trade literature of the past thirty years.
The English word “budget” was probably taken over from the
Latin word, “bulga,” meaning a leather bag or knapsack. The
Romans used it to carry a supply or store of food. They spoke of
the bulga first as the bag, and then its contents. Early literature
on the budget is limited to that on public funds. The original
purpose of the budget in government was to curb the extravagance
of monarchs. It was first used in England about 1760. Prob
ably the earliest evidence of budgets in the United States is the
informal budgetary statement that was submitted by Alexander
Hamilton, the first secretary of the treasury, on January 9, 1790,
to the house of representatives, as a part of his document entitled
A Report on Public Credit. This report included a “general esti
mate for the services of the current year.” Our national govern
ment did not, however, undertake to prepare a formal and detailed
budgetary statement of its prospective expenditures and revenues
until 1921, when the national budget act was adopted.
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In the United States, however, the governmental budget seems
to have been used first by municipalities. It was here adopted
to curb the expenditures of municipal officers and to appease the
restless taxpayers. One shortcoming of the municipal budget in
the past has been that, though it did keep down expenditures to
insure their proper planning and consideration, it did not provide
an effective means of measuring and appraising the quantity,
quality and unit cost of the service and production received for
the outlays provided in the budget. The main purpose of gov
ernmental budgets is to control the expenditure of funds ap
propriated for special purposes or departments. Governments
are not operated for profit; hence incomes are budgeted only in
order to meet expenses. Controlling the volume and effective
ness of work done by governmental departments has not been
stressed, and the result has been that public officers have failed to
adopt a work programme or production-budget plan. There are,
of course, isolated instances where governmental organizations
have developed work-programme budgets for some of their
departments.
After the budget had been tried by municipalities, various states
also began to adopt the budget. Ohio appointed a budget com
mission in 1913, and had a budget in actual operation in 1915.
New Jersey has had a budget at least since 1918. In 1916,
Maryland amended its constitution so as to make the governor
responsible for the appropriations bearing upon public policy.
Some twenty-two states similarly declared themselves in favor of
the principles set forth in this amendment.
The government and the business budget are not the only
types of budget of which there is record. In a letter written two
years before his death, George Washington recommended the
budget form of accounting. He advised one to keep an account
book, for "where no account of this sort is kept there can be no
investigation, no correction of errors, no discovery, from a re
currence thereto, where too much or too little has been appro
priated to particular uses. From an early attention to these
matters important and lasting benefits may follow.” References
to the use of family and personal budgets are found as early as
1897. During the world war the family budget was often re
ferred to and studied in the attempt to reach wage adjustments.
At Smith college a special effort was made during the year 19141915 to induce students to adopt a budget; but it was optional,
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and of the 1638 who volunteered only 421 finished the year with a
complete account. At Antioch college, Ohio, banking facilities,
account keeping and training in budgeting are given in an intro
ductory course, required of all students. At the beginning of the
year each student, aided by an instructor, makes a budget of his
own finances, and at the end of the year the budget is compared
with the actual result.
There seems to be little literature available on the use of the
budget by educational institutions. However, H. S. Ford, a few
years ago, wrote an interesting comment on early experiences with
the budget at Massachusetts Institute of Technology, which has
doubtless been reflected in the experience of many other institu
tions. After a discussion of their auditing history, he says:
“Now we reach 1910 and along comes our friend, the budget
system. Ours was a limited budget at first, and covered only the
academic department appropriations and the teachers’ salaries.
It still left much to be desired. It was one of the ‘watch and
pray ’ sort of budgets. One watched his incomes and his expenses
as closely as he could, and prayed that when the final whistle
blew at the end of the year he would find a smaller deficit than
he expected. We still continue to watch those items as closely
today, but thanks to the accounting controls which the operation
under a complete budget system not only encourages but ab
solutely insists upon, we are able to direct some of our prayers to
less melancholy and more worthy purposes.”
Though businesses may have been somewhat slow to adopt
budgetary systems of control over their activities, the subject is
now engrossing the attention of practically all those in charge of
industrial organizations. It might be well, before going further,
to define this business budget so that we shall understand just
what we are watching for in our search for the probable line of its
development. When asked for a definition of budgeting, Henry
Bruere defined it as, “a method for combining the coordinated
intelligence of an entire organization into a plan of action based
upon records of past performance and governed by a rational
judgment of factors that will influence the course of the business
in the future.”
Budgetary principles, of course, have been used unconsciously
by business men for many years. No man can carry on his
business successfully unless he makes an estimate of the sales he
may have, in order that he may also make an estimate of the pur
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chases necessary to meet those orders when they come in. There
is evidence also of a popular and non-technical use of the term
“budget” by persons who desire to claim that their company
was among the early “budgeteers.” They will state that they
have been using a complete budget, and that it has been a wonder
ful aid to them, but they will also reveal that they do not consider
it necessary or desirable to budget all items of expense and
income.
Though it may be true that some organizations tolerate their
budgetary system as an evil necessary to the treasurer’s activities,
or chiefly for that phase of their business dealing with the policy
of creating or purchasing new permanent equipment or the
making of improvements in existing plant facilities, or possibly
only as it refers to their sales and expenses, there is no doubt
that business in general is taking the budget seriously today.
THE PRODUCTION BUDGET

It is now about twenty-five years since the first cost systems
were introduced in the United States to aid manufacturers in
finding out what their manufacturing processes were costing
them. A manufacturer realized that he must know what it was
costing him to produce his goods in order to have some guide in
setting his selling price, even though that selling price was often
determined to a large extent by competition. He insisted that
he must know his “actual costs,” and the cost accountant came
to the rescue and developed systems of cost accounting adapted
to the needs of the individual industries.
Up to this time available information had been very meagre
and unscientific. Some attempts had been made, to be sure, to
gather information as to what the expenses were. The various
industries attacked their problems in different ways. In the
contracting, printing and similar industries, the trade practice
was to get an estimate of the cost of a job before placing the order,
and this estimate was very often the result of adding together a
number of guesses. Other companies were manufacturing on a
contract basis, promising to deliver at cost-to-manufacture plus
a specified percentage. Of course, if they actually knew their
costs, this method might not be bad, so far as their profits were
concerned, but their customers wanted to know how much their
bills would be, without having to wait until after they had taken
their annual inventory. They found that they must know their
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costs promptly and accurately, if they expected to hold their
customers.
The first cost figures obtained were those for labor. About
1911 John Frederick Taylor became active in the study and
analysis of jobs and the application of principles of scientific
management in the shops, in his attempt to make working condi
tions better in order that the production labor costs might be
reduced. Next, they began to study their materials and sup
plies, and leaks and wastes were disclosed here as well. The
study of the overhead or burden came last.
During the world war business had been so active that the big
problem of industry had been to get the goods produced as fast
as they could sell them. The plant was studied carefully, and
minute planning and scheduling of production were followed
throughout the plant. A careful study was made of each opera
tion, and work was planned in advance and routed so that there
would be no congestion at any point. A careful control of pur
chases and the use of standard minimum and maximum limits for
stock records was introduced, so that the right amounts would be
ordered and on hand at all times.
But at the close of the world war, the problem changed. The
depression came and there was no business. Distributors held
back before placing orders for goods to be produced. Now more
than ever before the manufacturers had the fact driven home to
them that it was not enough to know their costs of production.
They had succeeded in cutting down many production wastes
through their application of job study and scientific management
principles and by their close control over materials, but they
must now control those costs as well, if they wished to make the
deficit as small as possible. The questions of shop wastes,
standardization and simplification of product and machinery
used, of continuous and even operation of the plant and also the
possibility of setting expense standards on items of operating
costs began to receive a great deal of attention at this time.
There seems to have been considerable controversy over the
wisdom of letting the foreman know the facts regarding costs in
his department. Many advocated that he should not be told
anything about them, as that wasn’t a part of his job and he
wouldn’t understand anything about it if he were told, while
others maintained that he was responsible for all expenses in his
department and they should, therefore, be carefully explained to
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him. Some people advocate also a “waste budget” for the
foreman.
During the world war the industries cooperated with the gov
ernment in making a study of possible standardizations and
eliminations of unnecessary sizes and styles. The study was
almost completed when the war came to a close, and the need for
standardization, from the standpoint of the government, was
ended. The question was dropped for the time being. However,
many industries had by this time collected information concerning
their own activities which were both interesting and enlightening,
and they decided that it would be a good experiment to discon
tinue many of their products of which sales were slow. By reduc
ing the number of articles carried or manufactured, and by
stressing those for which there seemed to be a demand, they were
able to increase the turnover rate of their stock and by that
means to decrease their unit cost and increase profits.
Many industries, such as the manufacture of radiators, fur
naces, canned goods, hats and paper products, etc., had always
run their plants very heavily during a few months of the year, and
shut down or else run lightly during the remaining months. This
meant that there was a large waste due to enormous amounts of
capital invested in expensive machinery which was standing idle
during a large portion of the time. Also, the continual “hiring
and firing ” caused by periodically opening and shutting down the
plant was a wasteful process, especially so far as skilled workers
were concerned. Much time and thought have been spent during
the past few years on this important question of ironing out the
peaks and filling up the valleys in production.
Though the cost accountants had given industry cost-finding
systems, so far it had recognized the costs only as historical costs.
They now desired some standard by which to measure their
accomplishments, and to fit this need standard costs were de
veloped. A careful study was made of past operations and costs,
and predetermined costs were worked out, which could be met
and should serve as a measuring stick. In other words, a “stand
ard cost” is what something ought to cost. Standards are now
being set in all controllable items for every department in industry.
What an article costs more than the standard will vary with the
operation of the plant. A cost system must not only reveal the
actual cost but must also permit the actual cost to be compared
with the standard cost which applies to any rate of plant activity.
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The production budget is the latest development in the effort
to control production costs. It involves both the estimate of
production activities for the period and a scheduling of the manu
facturing costs to produce the goods estimated. The manufac
turing costs which go into the production budget are introduced
at the standard costs which have been set as the attainable goal.
Regular and frequent reports are made to check the attainment
against the estimate, to see if it is meeting the programme set,
and any cost incurred which is not a necessary cost of production
should be charged to profit and loss as a business loss. It should
not be allowed to go into the price of the goods produced. The
estimate of production activities, of course, comes from the sales
department’s estimate of the sales it expects to make during the
period, after that estimate has been adjusted and approved by the
budget committee.
BUDGET OF SALES AND DISTRIBUTION COSTS

There has been much controversy over the question whether
the production department or the sales department should rule
the activities of a manufacturing plant. Some contend that the
production department should be allowed to say what it can and
will produce and the salesmen should be required to go out and
sell these goods; while others feel that the salesmen are nearer the
customers who purchase the goods and are in a better position to
know what can be sold, and they should, therefore, be allowed to
formulate the production programme. If the plant is to succeed
there must be close cooperation and coordination between both
departments. The production department is dependent upon
the sales department to sell the goods it produces at a profit
sufficiently large to enable the business to continue, and the sales
department is dependent upon the production department to
manufacture the kinds of goods that customers want, at a cost
low enough to meet competition and high enough to provide the
desired net profits.
Sales and production, therefore, require careful coordination.
This problem of coordinating the two primary functions of a
business, namely, manufacturing and selling, is primarily an exec
utive problem, the solution of which, most executives agree, is the
forecasting of sales and then the forecasting of production.
Early attempts to estimate future sales were based largely on
the records of previous years, with a rough percentage added or
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subtracted, which represented a reasonable increase or decrease
thought probable during the period. In other words, the average
of the past was taken as the normal. The salesmen might be
asked for their ideas about the amount of sales which they hoped
to make, but there was nothing scientific about the estimate.
After the estimate had been fixed, the amount was broken up into
quotas and parceled out to the salesmen. These quotas based on
past experience formed the original sales budget.
Today, however, other factors beside past performance are
given careful consideration when determining the sales estimate.
Many businesses now make an accurate statistical study of the
potential sales of the entire industry and determine their share of
those potential sales. They also determine general economic
conditions of the present and probable cyclical changes in the
future. Business men are realizing more and more that to make
an intelligent estimate of sales for the period under consideration
they must take into account all factors that have any influence on
their business, outside as well as inside the organization, and
determine as accurately as possible the influence which these
factors have upon their particular business.
During the past ten years the sales manager’s responsibility has
been steadily increasing. With the growing recognition of mar
keting problems his duties have been multiplied. He must so
distribute his salesmen that most of them are reasonably good
profit-makers. He must distribute the goods through the various
channels economically, and he must so price his goods that they
shall be within the market and at the same time at a figure which
will produce satisfactory profits for his company. In order to
gain these ends, he must control his salesmen intelligently through
forecasts and controls. He must budget expenses for each class
of distribution, distribute his expenses to the product receiving
the benefit of that distribution expense, and segregate distribu
tion costs by classes of product, by distribution centres or by
territories.
Today, planning of the sales is as important as the planning of
production. Prior to the depression of 1921 salesmen had been
left pretty much to themselves. They were paid good minimum
salaries, plus expense allowances and bonuses, were given very
little supervision, and did not have to put forth very much effort
to reach their sales quotas, because business was good and sales
came almost without the asking.
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But the decline of sales during the depression, and the conse
quent drop in profits, caused executives to study their marketing
costs minutely as they had previously studied their production
costs. Industry had already cut down production costs and
wastes considerably, but now people began to realize that the
savings which they had made through more efficient production
were being lost through inefficient and wasteful methods of dis
tribution. They began to hold the stop-watch on the salesmen
and the deliverymen, in an effort to find wastes and more efficient
methods of marketing their product. Training classes were con
ducted for salesmen in order that their efforts might be more
effective, and instead of being left to call on their customers as
they wished their routes were carefully scheduled and they were
required to report daily to headquarters. It was sometimes
decided that the business from a certain customer was not large
enough to warrant a monthly visit from the salesman, and there
fore the frequency of his visits were either decreased or other
methods of selling were adopted.
The question of salesmen’s salaries was the subject of much
study, since they form a large portion of the expense of distribu
tion. Instead of receiving a guaranteed minimum wage plus a
commission, some were placed on a straight salary with an expense
allowance, while others were retained on a salary and given a
bonus which was an increasing percentage of the basic salary as
they exceeded the quota which had been assigned. Some were
given their old salaries, but the traveling expense plus the salary
could not exceed a designated percentage of the gross profits on
their net sales. Some companies consulted their salesmen or
distributors in determining the amount of the sales quotas as
signed, and after the salesman or distributor had approved his
quota it was not subject to cancellation, especially if the sales
were subject to marked seasonal variation.
Sales were increased by allowing customers a percentage dis
count on cash purchases. This both increased the rate of turn
over of stock and also brought cash into the organization so that
more working capital was available. Another strategy which has
served the same purpose has been the instigation of a campaign
appealing to the sense of thrift of the customer by offering a
larger number of units in a package at a reduced price per unit.
There is, however, a point below which the company can not
afford to lower its selling price in its efforts to dispose of its goods.
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Competition will force prices down, and for that reason it is
essential that a company shall know the point in a volume of sales
at which it will cease to make a profit if it cuts its selling price.
Industry is in business to make a profit, and it must know this
point in order to assure itself of profits.
There were several reasons responsible for the tardiness with
which this problem came up for consideration. Until recent
years the emphasis has been on production and the volume of
sales. Increasing competition and the sluggishness of business
have brought about the present lively interest in distribution
costs. Business executives in the past have confined their studies
largely to the field of production, and have felt it wiser to leave
marketing, and particularly the policies surrounding it, in the
hands of sales executives, who were better versed in the problem
than they themselves. Another deterrent has been the fact that
most business men have considered that sales are matters which
can not have scientific principles applied to them as to other
forms of activity. Still another condition which has been re
sponsible for the delay is the fact that there has been such a
strong urge for sales volume that the question of profits from
sales has been neglected, and it is only recently that the attempt
has been made to cut marketing costs.
There are many difficulties encountered in the study of dis
tribution costs. For one thing, in production-cost accounting we
confine ourselves largely to a single point—cost determination for
the purposes of control. Distribution costs, however, may be
regarded from many viewpoints,—they may be determined by
territories in which the product is sold, by methods of sale,
number of customers, size of orders and by many other possible
subdivisions. Sales accounting has all the variables found in
manufacturing, and also many others due to a lack of control over
customers and competitors. It is also more difficult to obtain
figures on distribution costs since operations are scattered over
the entire country and often include activities in foreign countries
as well. And even when the figures are collected, it is more
difficult to interpret them because of the large proportion of joint
indirect costs in the total and the various ways used in computing
costs.
Probably the method which has been used longer than any
other in the analysis of distribution costs is that of the ratio of
individual selling costs to the volume of sales. But there are
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other criteria which are as important. The records on the sales
books must be given careful attention. The number of accounts
and the division of the total sales between those accounts are de
termined, to see if there are unprofitable accounts in the list.
Some companies are making a careful study of this question and
are informing customers that they can not afford to keep them as
customers if they do not buy a specified minimum of goods during
the year. In determining the profitableness of the kind of goods
produced or sold, a study is made of the number of orders received
for a product and the relative values of those orders. Also one
must ascertain what is the value of the sales per customer’s order
and the comparative costs of selling the orders. The geographic
or territorial distribution of the customers is also receiving atten
tion, to find out whether all territories are profitable or some of
them might be made more profitable by changing their distribu
tion channels.
Research is also made for specific items of expense, such as
delivery expense and handling expense. A survey conducted to
determine the cost of handling merchandise in several classes of
wholesale activity disclosed the astounding fact that, based
strictly on average conditions, four classes of wholesalers, on
account of the great preponderance of small orders, lost money on
approximately 70 per cent of the orders handled. The small
unit of sale and the small orders so characteristic of modern
business today are without doubt one of the great factors in high
distribution costs today. Compilation of operating figures of 301
department stores in 1921 showed that the operating expenses
were about nine times the net profits. This survey revealed the
fact that per capita sales per salesman for some months varied
from the low point of $975 in one store to the high point of
$2,525 in another store.
There can be no effective control of distribution costs unless
there is a proper classification of accounts. Information must be
recorded in such a manner that it can be allocated to the depart
ments responsible for the expenses incurred.
For many years business houses have set aside a certain amount
for advertising expense. This advertising budget may be de
termined in the following ways: (1) based on the preceding period
or an increased or decreased amount as conditions warrant, (2)
allowing a certain percentage of estimated sales or (3) allowing a
certain amount of each product sold.
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Other methods of controlling distribution costs may be adopted,
such as increasing the size of the order, instructing sales-people
not to overmeasure, standardizing the size and weight of con
tainers for the product to be shipped in, salvaging by-products,
reclaiming containers and using them again, using waste paper
for packing purposes, studying the work done by sales-people and
transferring some to other departments during slack hours or
hiring some part-time help for rush hours, and basing salesmen’s
salaries on the amount of sales they make plus an expense al
lowance.
Not long ago the only basis used for the distribution of market
ing costs over the product was the percentage of those costs to
sales, and the percentages were determined by the results of
previous years. The natural result was that each product re
ceived the same average percentage of the marketing costs, re
gardless of the comparative costs of marketing the different classes
of product. The analysis and distribution of overhead expenses
by departments and production centres was next advocated.
An earnest effort is being made today to find a logical and prac
tical method for distributing the various items of marketing costs
over the different classes of product. Some companies are
charging their selling expense on a unit basis rather than in the
month in which the expenses were incurred and are abandoning
monthly consideration of sales expense because their business is so
seasonable that monthly consideration is of no value. The plan
of allocation of distribution expenses which seems to be most
discussed at present is that which maintains that all costs which
are directly applicable to the product should be charged direct to
the product, either as a production or a distribution charge, and
that all indirect costs should be prorated to the various products
in a logical manner. In other words, the expenditures should be
allocated against the results that are presumed to follow the
expenditures.
Progressive executives today are demanding definite informa
tion as to costs and results of sales efforts, and they want them
segregated by products and territories. Cost accountants have
been bending their energies and abilities more and more during
the past few years, and particularly since the world war, to the
problem of developing a system of cost accounting which will
prove satisfactory for distribution costs, but the problem is still
in its primary stages. It has proved to be difficult, but the fact
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that cost accountants have already developed cost-accounting
systems for the manufacturer will no doubt aid them in solving
more quickly this problem for distributors.
In order to assure himself of a profit the executive must find the
true cost of the article. This will vary with the different volumes
of sales, just as the cost of production will vary with the varying
volume of production. We find, therefore, developing side by
side with the sales cost accounting, the “standard” cost. Each
territory will have a different profit expectancy, and it is necessary
to know those profit expectancies in order that “standard dis
tribution costs” may be determined for each territory. When
cost accountants have succeeded in developing satisfactory sys
tems of sales-cost accounting, and in determining the standard
distribution costs, a long step will have been taken toward the
solution of the problem of controlling distribution costs.
MANAGEMENT AND THE BUDGET

An increasing emphasis upon the necessity of measuring the
efficiency of management is appearing in many of the larger
corporations. Up to the present time there has not been much
check upon management, but more and more corporation officers
are being held responsible by their boards of directors for the
carrying out of policies laid down by them. In a discussion of
correct valuation of property, a banker recently said: “Yes, it is
important to have a correct appraisal of your property, but how
about your management? After all, it is your management and
not your plant and product that we are investing our depositors’
money in, for without good management, these are in themselves
not productive.”
One of the foremost responsibilities of management is to have
the activities of the whole organization so well organized and the
work in each department so well planned that when each one
carries out its programme the result will be the same as if one team
had been working together as a harmonious whole. It is obvious
that this requires careful planning of the entire business and co
ordinating the detailed accomplishments of each branch or de
partment with the common purpose of the enterprise.
After all of the phases of production have been carefully
planned, quotas will have to be assigned to the salesmen, and
their routes will have to be scheduled carefully in order that the
cost of making the sales may be kept as low as possible. A
198

Development of the Modern Business Budget
programme of reports on their activities will have to be laid out so
that the results may be controlled and the production department
programme may be kept in coordination with that of sales.
It is not enough that the sales and production departments
shall be working in harmony. They can not function unless there
is sufficient money on hand with which to carry out their plans.
If new equipment is to be purchased, it may be necessary to issue
bonds in order to obtain funds. It may be that extensions will
have to be made to the plant, and it must be decided which
method shall be used to finance these extensions—by the issuance
of more stocks or by the issuance of bonds. Arrangements must
also be made so that cash will be available for working capital to
carry on the regular activities of the plant.
The administrative expense will, of course, include the salaries
of management, but the question of office expense will necessarily
command an important position. A great deal of attention is
being devoted at present to the whole subject of office manage
ment and efficiency standards for clerical help. Time studies and
other methods of scientific management have been introduced
into offices as a means of establishing standards and controlling
administrative expense. Tests have been made to determine
just how much work should be classed as a “fair day’s work.”
A little work has also been done toward salary standardization
—the term used for a scientific method of transfer and promotion
in order to standardize salaries, it is necessary to have considera
ble data at hand. These data will include job analysis and
specification, job classification, promotion charts and organiza
tion charts. The subject of salary standardization and adminis
tration is quite important in keeping the employees happy in their
work and satisfied with the prospects for the future.
Much may be done toward the cutting down of office expense
through the standardization of office equipment used. When the
same sizes of files and desks, and the same makes of machines are
used throughout the plant offices, better order in layout is possi
ble, all the equipment is interchangeable, less equipment is needed
if the job is done thoroughly, economies are realized in the pur
chase of equipment, and more and better work is turned out by
the office staff. The installation of machines for purposes of record
ing and calculating data is also helpful in cutting down expense.
Another subject which has received the attention of manage
ment recently is the problem of regulating an even flow of work
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in the offices. Some companies have solved this problem by
making a survey of the work to be done, measuring the output,
transferring work or workers from one department to another,
establishing a training department, controlling vacations and
developing an employment policy.
In order effectively to control administrative expense there
should be a budget, as in the other departments of the organi
zation. The administrative-expense budget is essentially an
office-expense budget. Many of the expenses of operating the
offices will be found to vary sharply with the volumes of sales, but
some of them will not. The mixed responsibility which prevails
in the offices makes it exceedingly difficult to control these ex
penses, but the responsibility should be determined as accurately
as possible on the basis of the functions, and then the expense
should be charged to the departments as nearly as possible in
accordance with that responsibility. The office operating ac
counts should be so classified that the controllable costs may be
readily grouped departmentally in order that the charges may
be made to the departments responsible for the expenses incurred.
Some practical index should be determined which will equitably
reflect the relative output of each department The use of
“standards” in operation and output will help to control these
costs and to set the amounts for the various items in the ad
ministrative-expense budget.
As budgetary control is being adopted by business, executives
are becoming more and more convinced that the chance for suc
cess of their plans is in direct proportion to the care and accuracy
with which their estimates are made. If the sales estimate is
wrong, the whole programme will be wrong. Twenty years ago
the business man conscientiously read his own trade journals and
felt that he had no time nor interest to devote to other industries
around him. Today he must study other industries as well,
because their condition has a very direct relation to the condition
of his own.
As the business cycle advances, the executives should scrutinize
more and more closely all proposals for expansion which are sub
mitted to them. Each executive must study the long-range trend
of his own business and find the rate of its normal growth and
build for it. For some time there has been a belief that by study
ing conditions in a particular business and the general business
cycle, it would be possible to discover the relation between them
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so that the individual business would be able to make a more
accurate forecast of its future.
Interest in the problem of controlling the business cycle fluc
tuates with changing conditions of business. Little attention is
given to it by business men until a crisis arises and the problem
forces itself upon them. One method of controlling it is by
planning production so that certain work is done in slack times
rather than in busy times. Each business must adapt itself to
the swings of the cycle.
When industry realized the need for knowing costs of produc
tion, the cost accountant developed systems of cost accounting
that were adapted to specific industries and would enable com
panies to learn from their records what their costs of production
were. With the development of cost-accounting systems came
finally the idea of “standard costs” for the purpose of controlling
those production costs.
A few years ago, when business executives began to see that
they were making large savings through cutting their costs and
eliminating their wastes in production, only to lose those poten
tial profits through wasteful methods of distribution, the cost
accountant again came to their aid and bent his energies toward
the solution of the problem of developing a system of cost ac
counting which would correctly determine distribution costs.
The problem is still a long way from being solved, but progress is
being made, and no doubt in the not far distant future management
will have a much better understanding of how to control these costs
which are commanding so much attention today. And just as
“ standard costs ” were developed as a means of controlling produc
tion costs, so “standard distribution costs” are being developed
with sales-cost accounting in an effort to control distribution costs.
The cost accountant of the past was looked upon as a mere
recorder of figures. He was, however, of real service in furnishing
management with cost data. These cost figures enabled the
executive at least to set selling prices more intelligently. But the
function of the cost accountant today is being enlarged greatly
beyond what it was ten or fifteen years ago. From a mere re
corder of figures of past history he is today regarded as an adviser
of management regarding the figures which shall be recorded in
the future. Today he is expected to explain and to interpret to
management what the figures which have been recorded imply as
to the possible future conditions of the business.
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The title of controller, which is sometimes given to the chief
accountant, has grown in importance as budgeting has grown in
industry. He is generally a man trained in business as well as
accountancy, and is the advisory aid to the chief executive. He
cooperates with the sales manager in the compilation of statistical
data for the control of the sales department expense budget, with
the production manager with regard to the preparation of data for
the production budget, and aids other department heads by
supplying them with facts and interpretations of facts essential
to sound managerial planning. In many companies he is placed
in charge of the preparation of the budget and is also made
responsible for its enforcement.
With the increasing recognition of the need of more careful
study of all factors, inside and outside of a plant, which may
affect its activities and profits, the statistician has been growing
in importance in the organization. In a study reported in 1923,
which attempted to ascertain the extent to which precise statisti
cal methods were being used as aids in the stabilization of busi
ness, one of the most interesting things shown by the replies was
that where the statistical procedure required was relatively simple
it was used extensively, but where the work was so complex as to
demand a specialized training in statistics, the procedure was not
used.
Probably the main reason for the rapid increase in business
forecasting and scientific planning is that predictions and plans
based on statistical forecasts have proved of monetary value
under actual trial. And the fact that it has proven its worth has
resulted in the inclusion of a statistical department with trained
statisticians in the organizations of the leading companies. They
have found that the compilation of statistics in a separate de
partment results in numerous economies, work is done by persons
trained in their task, duplicate collection of data is avoided, and
immediate response can be made to any sudden or irregular re
quests for information. The work can also be done more
smoothly, more quickly and at less expense than in any other
way.
The treasurer is one of the most important financial aids to the
chief executive, if not the most important. It is his duty to study
the sales and production programmes in order to determine what
working capital will be needed at any moment during the budget
period. He must know how much cash can be expected from sales
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and other sources and how much it will be necessary to obtain to
supplement this to meet the needs of the business in order that all
the departments may carry out their plans. It is his duty to
prepare a schedule of these financial needs and present it to the
chief executive so that he can make his arrangements in ample
time for necessary working capital, and also for any other methods
of financing which may be deemed desirable to meet capital
expenditures.
The forecast activities of the entire organization are summa
rized in the financial budget. Production, sales, management—
every department in the organization—is dependent upon a
proper planning for the money which it needs in order to do its
work on schedule time so that all departments may work together.
If finances fall short, some department may be handicapped, and
that will hamper the entire organization.
Accountants, however, are not fully agreed as to what the
financial budget actually includes. Some speak of it as if it in
cluded a long-term planning of finances which would cover both
the budgetary period and long-term borrowing over a period of
years. Others speak of the financial budget as only the financial
plans for the budgetary period, while the long-term planning of
finances is spoken of as the financial programme.
Practically every concern has some kind of a budget or forecast.
The more common, of course, is the financial budget used by the
treasurer in anticipating his cash requirements. The need for a
complete and comprehensive financial budget is largely due to
the fact that the income from a definite volume of output is
limited to the return from the selling prices, established often in
advance of sales and under the influence of sharp competition,
and the possibility that such incomes may be inadequate to take
care of all expenditures unless they are held within predetermined
limits, and the further possibility that the income, unless allotted
in predetermined proportions to specific projects and uses may be
devoted too largely to minor needs, to the prejudice of more
important ones.
Many seem to think of their financial budget merely as a
means of obtaining money for credit. To these, the balancesheet budget seems to be the logical form to use. Some suggest
that a budget should be submitted with the balance-sheet and the
profit-and-loss statement to the banker. There seems to be no
doubt that a business man who can go to his banker and show
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him a well planned budget, which indicates that he has carefully
estimated his operations for the next year, will make a much
more favorable impression and be much more apt to get the as
sistance he desires than one who is uncertain and doubtful as to
the probable outcome of his activities during the coming year.
CONCLUSIONS

One may, therefore, draw the following conclusions regarding
the development of the budget in American industry:
1. That the budget was introduced into business in the United
States after it had been used by governmental units.
2. Every business has some form of budget, though it may be
only the unconscious application of budgetary principles.
3. Many organizations budgeted their activities only in certain
departments first and later adopted the complete budget for all
departments.
4. The scientific business budget is largely a post-bellum
development.
5. The scientific budget arose first in the production depart
ment, where the need for the reduction of costs was first em
phasized.
6. Cost accountants developed cost-accounting systems in
answer to the demand of the industries for a means whereby they
could find and record their “actual” costs of manufacture.
7. After finding their costs they realized that this was not
enough—they must also control costs—and the result was the
development of “standard” costs.
8. An increasing emphasis on the responsibility of manage
ment, and its accountability to the board of directors in carrying
out the policies laid down by them turned the spotlight on the
wasteful methods of distribution.
9. During the world war the big problem was to produce fast
enough to deliver the goods sold, while after the war and during
the depression which followed the main problem was to cut down
all costs in order to make losses as small as possible. This also
resulted in the serious study of wasteful methods in distribution.
10. Cost accountants are now bending their efforts toward the
development of cost-accounting systems which will prove satis
factory for controlling distribution costs.
11. “Standard-distribution” costs are being developed with
sales-cost accounting, thus showing that the study of distribution
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costs is passing through the same stages through which the study
of production costs passed.
12. The method of distributing sales expense has developed
from the application of a rough percentage on volume of sales to
the desire to charge all expense directly to the product to which it
applies.
13. Much attention is now being given also to the control of
administrative expense, and active research is being carried on in
an effort to increase the efficiency of office work, through the use
of “standards” of output and salaries, the replacing of persons by
machines, and the classification of expenses on the basis of re
sponsibility.
14. Accountants are not agreed in the use of the term “finan
cial budget.” To some it includes only the budgetary period,
while to others it includes long-term financing as well.
15. The “cash-requirements” form of financial budget is the
most common form in use in business.
16. The complete and detailed financial budget which gives
detailed plans for financing every activity of the business is still in
the primary stage.
I gratefully acknowledge my indebtedness to Professor E. L.
Theiss, under whose direction this investigation was carried on,
for his valuable suggestions and constructive criticisms.
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Investment-trust Accounting on a Tax Basis
By James Lee

One of the stumbling blocks that beset the path of our latest
“industry,” investment trusts, is the apparent irreconcilability
between the provisions of article 58 of regulations 74 of the federal
income-tax department and what is generally accepted by portfolio
managers of general-management-type trusts as the correct method
of costing securities sold and valuing the remaining inventory.
THE INVESTMENT TRUSTS’ POINT OF VIEW

In general, there are three methods of calculating the cost of
securities sold:
1. First in, first out. This gives a result which shows an
increased loss during a period of falling prices, and an inflated
profit during a period of rising prices. In a period of falling
prices it is applied by a trust wishing conservatively to reduce
the per-share value of its inventory, designedly to produce a
loss and for a number of other reasons. It is the alternate
method acceptable to the department when the approved
method No. 2 can not be applied. Last in, first out, a varia
tion of this method, would give an opposite result but it has
no standing with the bureau.
2. Actual cost of specific blocks sold when they can be
identified. This method has first choice with the bureau
whenever it can be applied; but it is clearly evident that,
even though it were possible to identify the particular pieces
sold, such a method if pursued haphazardly and without
definite plan, would lead only to chaos.
3. Average cost of securities purchased. This gives a
result which includes the favorable and unfavorable prices of
securities yet unsold. Because of the fact that portfolio
managers, as a rule, habitually regard their security lists
at average prices, buying and selling to average, this is
the method which is most commonly used, except in special
circumstances which need not be considered here. More
over, on April 23, 1931, the committee on stock list of the
New York stock exchange gave formal approval to this
method as one of the requirements for listing.
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THE BUREAU’S POINT OF VIEW

Now, article 58 of regulations 74 states that “when shares of
stock in a corporation are sold from lots purchased at different
dates and at different prices and the identity of the lots can not be
determined, the stock sold shall be charged against the earliest
purchases of such stock.” Clearly, then, the average-cost method
is definitely ruled out for income-tax purposes; and the bureau
will accept only method 2, with method 1 as an alternative,
despite the fact that method 3 is accepted among portfolio mana
gers and has the formal approval of the committee on stock list of
the New York stock exchange.
Nevertheless, it appears to be common knowledge that in some
cases, the bureau has accepted returns filed on the average-cost
basis. This was my own experience, and it is confirmed in Leland
Rex Robinson’s Investment Trust Organization and Management.
Accordingly, a letter was dispatched to Washington, asking
whether article 58 still held for investment trusts, and, meanwhile,
diligent inquiry was made among a number of investment-trust
comptrollers and portfolio managers. All agreed that the de
partment would not refuse returns filed on the average-cost basis,
and among the reasons advanced might be mentioned, (1) varia
tions in fixing the exact status of any particular trust with regard
to its classification as a “dealer in securities”—a broker, under
writer, etc., buying primarily for resale and not for investment
purposes—(however, according to an unpublished letter signed by
the commissioner, dated January 10, 1930, an investment trust is
not entitled to report on inventory basis (C. C. H., vol. 3, par.
6332)), and (2) the inability of field agents to apply any basis other
than the method used by the trust, because of the great volume
and the disappearance of all identities when accounts were closed
and balances brought down in one figure over a number of periods.
In due time, a reply, dated June 26, 1931, was received from
Washington as follows:
“You are advised that the sale of securities by investment
trusts is governed by the provisions of article 58 of regula
tions 74. No special application thereof is made by the
bureau with respect to such trusts. You are advised that
generally speaking, the bureau does not favor the average
cost method for determining the gain or loss in case of sale
or other disposition of securities. There have been some in
stances when the average-cost method was resorted to for
lack of a better basis (see V. J. Bulleit, 3 B. T. A. 631,
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wherein the commissioner was upheld in using that method.
The board also used that method in the case of A. H. Britain
et al., 20, B. T. A. 127). It is held, however, that neither of
the foregoing cases should be held to modify the general rule
that the use of the average cost is not permissible, and that
the method prescribed in the first sentence of article 58 of
regulations 74 must be followed. The use of average cost
was held not permissible in the case of Skinner et al. vs.
Eaton, 34 Fed. (2d) 575; 7 Am. Fed. Tax Rep. 9393.
“The foregoing will indicate the present attitude of the
bureau.”
A WAY OUT OF THE DILEMMA

A satisfactory solution to the problem would be an accounting
system which would permit the use of the desirable average-cost
method 3, while still complying with the regulations regarding
the identification of specific blocks sold. Indeed, such identifica
tion is highly desirable from the trust’s point of view, inasmuch as
a knowledge of security numbers greatly facilitates the collection
of interest and dividends, as well as furnishes vital information in
case of fire or theft. A system of accounting has therefore been
designed which will enable investment-trust executives purposely
to deliver any particular block of securities against a sale, no
matter whether the securities are held in the vault, are with a trust
company for safekeeping, or are out with a broker as collateral.
Now if, coupled with this facility, the cost of each block may be
instantly ascertained, it follows that the achievement of the aver
age-cost basis may be very closely approximated, while at the
same time, satisfying the requirements of article 58.
A SELECTIVE AVERAGE-COST SYSTEM

It should be understood at the outset that this system has been
designed primarily for the purpose of recording investment-trust
accounts in such a way as will facilitate the preparation of state
ments which will conform to stock exchange requirements, and
will also be acceptable to the internal revenue department. It
is not in any way a pronouncement either official or semi-official,
of the proper methods to be pursued, but is merely the author’s
own particular manner of presentation.
Briefly, the system consists in following up each piece from
receipt to delivery, including all its wanderings in the meantime,
whether through safekeeping accounts or to creditors as collateral.
The system to be outlined, while highly organized, is essentially
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simple, and involves only two stages and slightly more labor than
what is generally accepted as the minimum requirement for an
adequate knowledge of security locations. Books apart from the
usual journal and general ledger are as follows:
Original entry:
Trading memoranda for purchases and sales, separately
numbered, made up by the trading committee and checked
by the accounting department.
Journal vouchers for purchases and sales, or separate sales
and purchase books may be used.
Security clerk’s in-and-out slips—the shares only are con
sidered here—which are posted to the two location records
and to the number record.
Secondary entry:
A purchase ledger for all securities purchased, the individ
ual accounts being credited for the cost when each piece is
sold. A separate account is kept for each security at net
cost, block by block, and the account is credited for this
cost when each piece is sold. The balance of each account,
therefore, will be that total cost value of that security on
hand, and this balance divided by the balance of shares gives
the average cost per share.
A sales ledger for the net proceeds of all securities sold, the
individual subsidiary accounts being debited with the cost
transferred from the purchase ledger when each piece is sold.
The balance of each account will show the gross profit or
loss for that account. For convenience, the sales and pur
chase ledgers will be illustrated as one account.
Two location records which will instantly show the location
of every piece at all times. One lists the locations according
to securities; the other lists securities at each location, thus
providing instant location and collateral information, as
well as furnishing a valuable check on each other. They are
both non-monetary.
A number record, also non-monetary, which lists the num
bers of each piece at every location. It should be kept by
securities, the various locations following each other in alpha
betical order. It may be kept both ways, if desired.
A comparative cost record which will show at a glance the
correct average cost compared with the actual, or selective
average cost, and the deviations per share.
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When securities are to be sold, the proper 100-share or 50-share
lots, known as “pieces” should be selected from the ledger, the
total cost of which will approximate, as closely as possible, the
straight average cost, taking any previous deviations into consider
ation. The locations of the numbers may then be obtained from
the number record, verified with the location record, and the order
may be given to the depository to deliver. Substitutions must
be made in case any of the pieces selected are being held as col
lateral. It is important to note that the selected certificate
numbers should appear on the written order to the broker, known
as a comparison ticket, that these numbers appear on the
brokers’ confirmations and that they also be mentioned in the
minutes, in order that intention to sell those particular securities
may be shown. A quotation from Prentice-Hall states the follow
ing, which is self-explanatory:

In the case of Howbert vs. Penrose, 38 Fed. (2d), 577; 8
Am. Tax Rep. 10331, the court in affirming the judgment of
the trial court which had ruled that the evidence was suffi
cient to show identification of the stock sold, stated in part
as follows:
“ In our opinion, proof of the certificates delivered does
not conclusively determine what transaction did, in fact,
take place. It is evidence, but not conclusive evidence. So
it is of the question of the intent of the seller. ... It must
be readily conceded that, if there had been a written con
tract of the sale of this stock specifying ‘the shares pur
chased by me in 1916’ and a clerk in the office of a trust
company had delivered certificates acquired at an earlier
date, the identity of the lot could be, and would be, de
termined by the contract.”
SELECTIVE AVERAGE-COST METHOD ILLUSTRATED AND COMPARED

WITH THE STRAIGHT AVERAGE COST

For the sake of convenience, purchases and sales are shown
in a single account, instead of in separate ledgers, as recom
mended.
It should be observed that quantities of pieces (shares) are
recorded as purchased and sold, no attempt being made to split
them into 100-share lots. The 800 shares which were sold have
been calculated at the average cost of all shares purchased
($93.33 x 800 = $74,664.00); and the balance of 1,000 shares is
brought down in one lump sum, after clearing out the loss or
profit, as the case may be.
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1. Straight Average-Cost Method
American Steel Common
Sales

Purchases

Date

Shares

Price

100

99 ½

Date

Amount

Feb.

4

6

Mar. 31

June

3

Oct. 20

1

$

9,953.75

Amount

Price

Dec. 30

47 ¾

101

10,103.75

200

47 ½

100

100

10,003.75

300

47

100

101

10,103.75

100

46 ¾

4,667.25

100

102

10,203.75

100

46X

4,642.25

100

107
107X

31

Loss to P. & L.

37,026.00

100

10,753.75

31

1,000 Bal.93.33

93,328.50

10,703.75

200

108

21,607.50

200

95

19,007.50

100

95 ½

9,553.75

100

94

9,403.75

100

72 ¼

7,228.75

100

72 ½

7,253.75

100

73

7,303.75

200

74

14,807.50

93.33

1,000 Bal. 93.33

$167,992.50

1,800

$

4,767.25

100

100

1,800

1931
Jan.

Shares

1930

1930

9,484.50

14,076.75

$167,992.50

$93,328.50

In the illustration of the selective average cost system we find
it necessary to record each 100-share lot separately, an effort
having been made to obtain all purchases in 100-share units.
When the 800 shares were sold on December 30th, an effort was
made to deliver such certificates, the average of the costs of which
would approximate as closely as possible, the straight average-cost
figure of $93.33. These pieces were then earmarked with the offset
letters. It might be remarked, in passing, that the selections shown
in the schedule on the next page are the results of first tries
only and not by trial and error. This will be found to be
comparatively easy at first, because of the wide selection of
prices available, but as the pieces are sold, the variety of prices
from which a choice can be made becomes less and less, at
length necessitating some casting around for the best available
combinations. This condition is compensated, however, by the
fact that with few remaining pieces, the eye can take in the situa
tion at a glance, thus accelerating the speed of determining what
pieces should be selected; also any deviation even of substantial
size, will affect the total average only slightly, if the number of
pieces containing this deviation is small.
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l-A. Selective Average-Cost Method

American Steel Common
Purchases

Number

Shs.

Date

Sales

Price

Amount

Feb.

4

96,987

100

2,806 A

100

6

Number

Price

Amount

Mar. 31

3

Oct. 20

101
99½

$

47¾

100

2,806 A

9,953.75

100

66,760 B

47½

4,742.25

47½

4,742.25

10,103.75 Dec. 30

$

4,767.25

100

106,740

100

10,003.75

100

9,673 C

100

80,642

101

10,103.75

100

880,106 D

47

4,692.25

102

10,203.75

100

10,671 E

47

4,692.25

107

10,703.75

100

123,654 F

47

4,692.25

107½

10,753.75

100

847,600 G

46¾

4,667.25

100

100,600 H

46½

4,642.25

9,673 C

100

June

Shs.

Date
1930

1930

100

542,864

100

743

100

10,671 E

108

10,803.75

100

847,600 G

108

10,803.75

100

876,743

95

9,503.75

100

100,600 H

95

9,503.75

100

900,140

95½

9,553.75

100

123,654 F

94

9,403.75

100

649,750

72¼

7,228.75

100

880,106 D

72½

7,253.75

100

723,740

73

7,303.75

100

66,760 B

74

7,403.75

100

29,808

74

7,403.75

1,000

$167,992.50

1,800

Loss, to P. & L.

31

Bal. down

37,692.00

92.66

92,662.50

$167,992.50

1,800

1931

Jan.

1

100 Bal.

96,987

101

100

‘

106,740

100

10,003.75

100

'

80,642

101

10,103.75

107

10,703.75

107½

10,753.75

$10,103.75

100

‘

542,864

100

'

743

100

'

876,743

95

9,503.75

100

'

900,140

95½

9,553.75

100

'

649,750

72¼

7,228.75

100

‘

723,740

73

7,303.75

100

‘

29,808

74

7,403.75

Comparative results of the two methods, together with the
results which would have been obtained by the use of the first-infirst-out method, are shown in the following table:
First in
first out

Selective
average
cost

Straight
average
cost

Total cost of shares sold÷by number
of shares sold=average cost a share
sold approximately.....................

$103.29

$94.16

$93.33

Multiplied by the number of shares
sold gives a total cost of sales of..
Total amount of sales in each case..

$82,630.00
37,638.00

$75,330.00
37,638.00

$74,664.00
37,638.00

Resulting losses...................................

$44,992.00

$37,692.00

$37,026.00

$85.36

$92.66

$93.33

Resulting book cost per share of new
inventory......................................
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Thus it may be seen that, when comparing the results of other
acceptable methods with the basic straight average-cost method,
the proportion of possible error will be greatly reduced when using
the selected average-cost method, variations one way or another
tending to cancel each other.
The following illustrations indicate the result of continued
selling in a falling market, carrying on the same accounts where
they were left off:
2. Average-Cost Method
Sales

Purchases

Shares

Date

Price

Date

Amount

Shares

Price

Amount

1931

1931

1,000 Bal.

Jan. 1

$93.33

$93,328.50

Apr.

6

10

Dec. 31

58

100

57

5,692.25

100

56

5,592.25

100

54

5,392.25

100

52

5,192.25

100

$

5,792.25

51

5,092.25

Loss, to P. & L.

23,244.50

400 Bal

37,330.50

31

$93,328.50

1,000

100

93.34

$93,328.50

1,000

1932
400 Bal.

Jan. 1

$93.34

$37,330.50

2-A. Selective Average-Cost Method

Sales

Purchases
Number V Price

Shs.

Date

Amount

Jan.

Date

1

100 Bal.
100

Number-v/

Price

Amount

100

100

•*

100

100

♦«

100
100

••

106,740 A

58

100

542,864 B

57

5,692.25

100

723,760 C

56

5,592.25

100

876,743 D

54

5,392.25

10,753.75

100

743 E

52

5,192.25

100

29,808 F

51

5,092.25

Loss to P. & L.

22,919.00

101

$10,103.75
10,003.75

96,987

101

10,103.75

542,864 B 107

10,703.75

743 E 107 Ji

100

100

$5,792.25

106,740 A 100

80,642

100

900,140

95Ji

9,553.75 Dec. 31

649,750

72J4

7,228.75

723,760 C

73

7,303.75

29,808 F

74

7,403.75

1932
100
100

100

••
•*

10

9,503.75

$92,662.50

100 Bal.

6

95

1,000

1

Apr.

876,743 D

' — ’

Jan.

Shs.

1931

1931

96,987

101

$10,103.75

80,642

101

10,103.75

900,140

95 Ji

9,553.75

649,750

72 X

7,228.75
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400 Balance

1,000

92.48

36,990.00

$92,662.50
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And the cumulative comparative results would be as follows:
First in
first out

Selective
average
cost

Straight
average
cost

Total cost of shares sold ÷ by
number of shares sold = average
cost per share sold approximately

$92.22

$92.79

$93.33

Multiplied by the number of shares
sold, gives a total cost of sales. . .
Total amount of sales in each case. .

$55,997.50
32,753.50

$55,672.50
32,753.50

$55,998.00
32,753.50

Resulting losses...................................

$23,244.00

$22,919.00

$23,244.50

Resulting book cost per share of new
inventory......................................

$75.91

$92.48

$93.34

Here it may be seen that the selective average-cost method con
tinues to hold its own, but that the first-in-first-out method is
hopelessly out of the running. It should be carefully observed
that in illustration 2-A, sales were made at two different times,
which necessitated two separate costing and delivering operations.
The average cost of the first three shares was $93.37, and the aver
age cost of the second three was $92.20, the average cost of the
six being $92.79.
Evidently, some form of record is wanted which will show at all
times deviations from the correct average cost, in order that
corrections may be made on subsequent deliveries. A compara
tive cost record or book-value card is recommended for each kind
of security, which will show comparative costs whenever a change
in the per-share value occurs, whether the change be the result of
purchases, sales, stock dividends or stock split-ups. The illus
tration given on the next page summarizes the previous examples
and is quite satisfactory. It may also be used to draw off instantly
lists of security book values at any time. Sales (printed in italics)
should be entered in red, and the deviations likewise when they
are minus quantities.
The selective average-cost method, with its attendant follow-up
of securities at every step of the way, should have a direct appeal
to accountants and auditors who are vitally interested in the
determination of correct values for statement purposes, as well
as the proper determination of income.
For the portfolio manager, the method insures a confidence
that accounting methods will correctly reflect trading activities
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in accordance with the wishes of the management, at the same
time keeping well within the law and the rules of the income-tax
bureau, whose view has already been expressed. It is easily ap
parent that with the general adoption of the selective average
cost system, no need should exist for a technical violation of the
rules of the bureau.
American Steel Common
Gilt Edge Investments, Inc.
Comparative Cost, or Book-Value Card
Selective average

Straight average

Deviation.

Selective

average
Value

Shs.

Date

Amount

per share

Shs.

Value

over or under

Amount

per share

per sh.

1930

Feb.

4

200

$20,057.50

$100.29

200

$20,057.50

$100.29

6

300

30,311.25

100.74

300

30,311.25

100.74

500

50,368.75

500

50,368.75

400

43,065.00

400

43,065.00

900

93,433.75

900

93,433.75

Mar. 31
June

Oct.

3
20

Dec. 30

400

37,965.00

1300

131,398.75

500

36,593.75

1800

167,992.50

800

93,328.50

103.82
101.08

93.33

93.33

1000
Apr.

6

300
300

400

37,965.00

131,398.75

101.08

500

36,593.75

1800

167,992.50

800

92,662.50

92.66

$.67

64,651.25

92.36

.97

36,990.00

92.48

.86

93.33

1000
65,329.50

93.33

700
10

400
1300

103.82

300

700
37,330.50

93.34

300

400

No difficulty in handling the system should be experienced by
trusts under the supervision of management-service companies
or the companies themselves; and it is equally well adaptable to
large investment-trust combinations. Neither will foreign secu
rities present any problems that can not be easily solved.
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AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.}

Examination in Accounting Theory and Practice—Part II

November 13, 1931, 1:30 P. M. to 6:30 P. M.

The candidate must answer all the following questions:

No. 1 (40 points):
You are engaged to examine the record of capital stock, sold and issued,
of the Natural Gas Company, from date of incorporation to March 31, 1931,
and to make a detailed audit of the books of account during the period of
production—January 1 to March 31, 1931.
The company was incorporated January 2, 1928, with an authorized capital
of 500,000 shares of the par value of $1.00 each.
Your perusal of the minute book discloses that, pursuant to the provisions
of the statutes of the state in which the company was incorporated, the entire
capital stock of the company had been issued to P. Smith, in payment for gas
leases, oil leases and contracts obtained from landowners at a fixed annual
rental, until production of gas, when the rental would be converted to a royalty
of 12½ per cent of the gross value of the gas sold.
It was further disclosed that, under a pre-incorporation agreement, the
promoters had sold and collected the proceeds of 205,000 shares of stock at 20
cents a share, which they accounted for as follows:
Proceeds:
From pre-incorporation subscriptions, 205,000 shares at
$41,000
20 cents a share............................................................
Disposition:
Gas wells—producing.........................................................
$22,000
Gas wells—abandoned........................................................
11,000
Leases expired......................................................................
451
Leases unexpired.................................................................
644
Supervision...........................................................................
1,581
Cash in bank.......................................................................
5,324
$41,000
You notice that certain items only are entered on the books of the company
and credited, in total, to leases and contracts, viz.:
Gas wells—producing.............................................................
$22,000
Leases unexpired.....................................................................
644
Cash (by cheque)....................................................................
5,324
$27,968

This record, together with a cheque payable to the company for the amount
of the balance in bank and a legal transfer of all rights, titles and interest
secured through these funds, was accepted and approved by the board of
directors, which ordered that the record and transfers be given proper entry on
the books of the company.
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In order to raise funds for development of the gas structure, on which the
company now holds the leases, Smith offered to donate to the treasury of the
company 100,000 shares of stock for resale. The offer was accepted, approved
and ratified by the board of directors, which fixed the resale price at $1.00 a
share. A further offer of Smith to transfer 200,000 shares from his personal
holdings for issuance to pre-incorporation subscribers was also accepted and
approved, it being understood that any additional stock obligations to pre
incorporation subscribers would be supplied from the treasury of the company.
The treasurer (a man of means) deposited all receipts from the sale of stock
in his personal bank account, relying upon the company’s bookkeeper for the
proper record of transactions. In checking this record you find the treasury
stock account credited with a remittance to cover 5,000 shares of stock donated
by Smith, from his personal holdings, to the treasury of the company for
transfer to A. Jones, in payment for pre-incorporation assistance to him, and
another remittance of 100 shares, issued to replace a lost certificate. You
note, also, that the bookkeeper had failed to obtain remittance for 1,250 shares
that had been sold and issued. It was further disclosed that the treasurer had,
personally, purchased 1,000 shares from a dissatisfied holder of capital stock,
the certificate for which was found surrendered and attached to its relative
stub without further transfer. Calling attention of the officers to these irregu
larities, you are requested to make the necessary corrections.
A trial balance, taken from the books, March 31, 1931, was as follows:

Abstracts of title..................................................................... $
670
Accounts payable....................................................................
$ 26,439
Accounts receivable................................................................
1,967
Automobile...............................................................................
400
Auto, expense............................................................
194
Camp buildings.......................................................................
720
Capital stock authorized.......................................................
500,000
Cash in bank...........................................................................
182
Casing, pipe, etc., in stores...................................................
10,624
Development costs..................................................................
112,364
Equipment and pipe in place................................................
60,000
Incorporation costs.................................................................
674
Interest paid............................................................................
718
Land..........................................................................................
4,600
Land contracts........................................................................
2,700
Leases and contracts...............................................................
472,032
Lease rentals.............................................................................
431
Notes payable..........................................................................
33,947
Revenue from gas wells.........................................................
6,114
Royalties paid (12½%).........................................................
764
Salary of manager...................................................................
900
Sundry expenses......................................................................
454
Surplus donated.......................................................................
100,000
Taxes paid (property)............................................................
37
Traveling..................................................................................
605
Treasury stock.........................................................................
864
$669,200 $669,200
The company has decided to capitalize all development costs and to compute
depletion on the basis of 27½ per cent of gross income and depreciation on the
productive life of ten years, without salvage value, in the case of camp buildings
and equipment and four years on that of the automobile.
Make the necessary adjustments to bring the accounts in accord with the
facts presented. Prepare profit-and-loss account for the three months’ period
—January 1 to March 31, 1931, and balance-sheet as of March 31, 1931.
Is the rate of depletion determined fully deductible for income-tax purposes?
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Solution:
The entries necessary to correctly state the authorized capital stock, the
donation of the 300,000 shares by Mr. Smith, and the accounting for the
$41,000 collected by the promoters, should appear somewhat as follows:

(1)
Leases and contracts...........................................................
Capital stock—authorized.............................................
To record the authorized capital stock of 500,000
shares of a par value of $1 a share.

$500,000
$500,000

(2)
Treasury stock.....................................................................
100,000
Donated surplus..............................................................
100,000
To record 100,000 shares of capital stock to be sold
for $1 each which shares were donated by Mr. Smith
for the purpose of raising funds for the development
of the gas structure.
From the trial balance it may be assumed that entries numbers 1 and 2 were
made on the books.
(3)
Treasury stock....................................................................
Donated surplus..............................................................
To record the acceptance of the further offer
of Mr. Smith of 200,000 shares of stock for issuance
to pre-incorporation subscribers.
(4)
Cash......................................................................................
Donated surplus (discount on treasury stock)..............
Treasury stock................................................................
To record the sale of 205,000 shares of treasury
stock at $.20 a share.

(5)
Gas wells—producing...................................................
Gas wells—abandoned.................................................
Leases expired...............................................................
Leases unexpired...........................................................
Supervision.....................................................................
Cash............................................................................
To record the payments of cash by promoters.

200,000
200,000

41,000
164,000

205,000

22,000
11,000
451
644
1,581
35,676

However, the problem states that only certain of these items accounted
for by the promoters were recorded on the books. While the candidate is told
that the credit was made to leases and contracts, he must assume that the cost
of the producing gas wells ($22,000) and the unexpired leases ($644) was
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charged to some such account as development costs. The abandoned gas
wells, leases expired, etc., are to be capitalized with the other development
costs.
(6)
Leases and contracts...............................................................
Gas wells—producing.........................................................
Leases unexpired.................................................................
Cash......................................................................................
To reverse the entry made on the books crediting
leases and contracts.
(7)
Development costs.................................................................
Gas wells—abandoned.......................................................
Leases expired.....................................................................
Supervision...........................................................................
To charge development costs with the pre-incorpora
tion costs of gas wells, leases and supervision.
(8)
Treasury stock.......................................................... ..............
Donated surplus..................................................................
To record the receipt of an additional 5,000 shares of
stock donated by Mr. Smith, which stock was issued to
A. Jones in payment for pre-incorporation services.

(9)
Treasury stock.........................................................................
Development costs.............................................................
To reverse the entry made by the company’s book
keeper who credited treasury stock account, and pre
sumably charged development costs when a new
certificate was issued in place of the certificate for 100
shares which was lost.
(10)
Subscriptions to capital stock...............................................
Development costs..............................................................
To record the subscription for 1,250 shares of capital
stock which were issued but for which payment was not
received.

$27,968

$22,000
644
5,324

13,032
11,000
451
1,581

5,000
5,000

100
100

1,250

1,250

As the problem is not very definite on the point, it may be reasonably as
sumed that the bookkeeper originally recorded the issuance of these 1,250
shares by charging accounts receivable, or some other account, and crediting
treasury stock account. As the account charged is not known, the above
entry is based upon the assumption that the account, development costs, was
the catch-all in this case.
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No entry is necessary to record the purchase of 1,000 shares of the capital
stock of the company by the treasurer for his personal account. A certificate
for these 1,000 shares should be issued to him in lieu of the 1,000 shares which
he had purchased from the dissatisfied holder, and which had been surrendered
and attached to its relative stub in the stock certificate book. After this
certificate has been issued, the bookkeeper should be requested to prepare a list
showing the outstanding certificates with the number of shares so shown to be
outstanding, separating the treasury stock. The amount of shares shown to
be outstanding, and held in the treasury, should then be compared with the
respective controlling accounts.
(11)
Depletion.......................................................................... $1,681.35
Reserve for depletion......................................................................
To write off depletion for the period on the basis
of 27½% of gross income of $6,114.

$1,681.35

Regulations 74, article 241—-"Under section 114 (b) (3), in the case of oil
and gas wells, a taxpayer may deduct for depletion an amount equal to 27½
per cent of the gross income from the property during the taxable year, but
such deduction shall not exceed 50 per cent of the net income of the taxpayer
(computed without allowance for depletion) from the property.” The profitand-loss statement for the three months period ended March 31, 1931, shows
a net loss of $782.35 after the charge for depletion of $1,681.35. Before
depletion, the operations would show ($1,681.35 minus $782.35) a profit of
$899.00. The limitation on the depletion charge would be, therefore, 50 per
cent of $899.00 or $449.50, if the operations for this particular period of three
months were considered as being for a taxable year.

(12)
Depreciation—camp buildings..................................................
Depreciation—equipment..........................................................
Depreciation—automobiles.......................................................
Reserve for depreciation—camp buildings...........................
Reserve for depreciation—equipment..................................
Reserve for depreciation—automobiles................................
To record the depreciation for the period January 1,
1931, to March 31, 1931, as follows:
Annual
Cost
Asset
rate
720
Camp buildings............. ........ $
10%
60,000
Equipment................... ..........
10%
400
Automobiles.................. ........
25%
(13)
Development costs......................................................................
Abstracts of title.....................................................................
Lease rentals............................................................................
To transfer the abstracts of title and fixed lease rentals
to development costs.
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18
1,500
25

$

18
1,500
25

Depre
ciation
$ 18
1,500
25

1,101

670
431

Students' Department
Natural Gas Company

Statement of profit and loss for the period January 1, 1931, to March 31, 1931
$6,114.00
Revenue from gas wells.................................................
Expenses:
Automobile................................................................... $ 194.00
764.00
Royalties paid (12½%).............................................
900.00
Salary of manager.......................................................
454.00
Sundry expense...........................................................
37.00
Taxes paid (property)................................................
605.00
Traveling......................................................................
1,681.35
Depletion......................................................................
Depreciation:
Camp buildings.................................
$ 18.00
Equipment.........................................
1,500.00
Automobiles.......................................
25.00
1,543.00
Interest paid..........................................
718.00
6,896.35
$ 782.35

Net loss for the period...................................................
Natural Gas Company
Balance-sheet—March 31, 1931
Assets
Cash in bank......................................................................................
Accounts receivable..........................................................................
Subscriptions receivable...................................................................
Casing, pipe, etc., in stores...............................................................
Fixed assets:
Carrying
Reserve for
value
Cost depreciation
Kind
$ 4,600.00
$ 4,600.00 $
Land...........................
25.00
375.00
400.00
Automobile................
702.00
18.00
720.00
Camp buildings.........
Equipment and pipe
1,500.00
58,500.00
60,000.00
in place...................

$1,543.00

$ 64,177.00

Leases, contracts and development costs:
Leases and contracts..........................................
Development costs.............................................

$500,000.00
125,147.00

Total.................................................................
Less—reserve for depletion...............................

$625,147.00
1,681.35

Totals.....................

$65,720.00

Incorporation costs.................................................

$

182.00
1,967.00
1,250.00
10,624.00

64,177.00

623,465.65
674.00
$702,339.65

221

in

. . .

222

in place

.

( 1 2 % % ) ......

m a n a g e r ...........

S u n d r y expenses .............
Surplus d o n a t e d .............

Salary of

Royalties paid

Notes p a y a b l e ...............
R e v e n u e from gas wells ......

Leases a n d contracts.........
Lease rentals ................

L a n d contracts..............

L a n d ........................

Incorporation costs ..........
Interest p a i d .................

E q u i p m e n t a n d pipe

D e v e l o p m e n t costs ...........

etc., in stores

b a n k ................

Casing, pipe,

Cash

buildings..............
Capital stock authorized .....

Camp

Accounts p a y a b l e ............
Accounts receivable..........
A u t o m o b i l e ..................
Auto, expense ................

Abstracts of title.............

$

764.00
900.00
454.00

472,032.00
431.00

60,000.00
674.00
718.00
4,600.00

10,624.00
112,364.00

182.00

400.00
194.00
720.00

1,967.00

100,000.00

33,947.00
6,114.00

2,700.00

500,000.00

$ 26,439.00

31, 1931

670.00

March

(4)

(6)

(13)

(7)

(4)

1,

1931, to

March

Adjustments

(9)

(5)

$

164,000.00

27,968.00

(5)

(3)

(13)

1,101.00 (10)

13,032.00

$41,000.00

(13)

200,000.00
5,000.00

431.00

1,250.00

100.00

3
5
,
6
7
6
.
0
0(
6
)5
,
3
2
4
.
0
0

Profit

and
loss

$

764.00
900.00
454.00

718.00

194.00

$6,114.00

------------------Debit
Credit

31, 1931

670.00

-----------------------Debit
Credit

January

N atural G as C o m p a n y
for the period

Trial balance

W o r k i n g papers

$

500,000.00

4,600.00

60,000.00
674.00

10,624.00
125,147.00

182.00

720.00

400.00

1,967.00

Debit

141,000.00

33,947.00

2,700.00

500,000.00

$ 26,439.00

Credit

Balance-sheet
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—

$669,200.00 $669,200.00

(12)

(12)
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Profit

(12)

e q u i p m e n t ....................

buildings ...............

(11)

(10)

automobile ....................

camp

a n d loss...............................

—

—

Reserve for depreciation- c a m p buildings....
Reserve for depreciation e q u i p m e n t ........
Reserve for depreciation automobile ........

Depreciation

—
Depreciation—
Depreciation—

Depletion ....................................
Reserve for depletion........................

(5)
(5)

(5)

(5)

a b a n d o n e d .......................

$492,351.35

18.00
1,500.00
25.00

1,681.35

100.00
22,000.00
11,000.00
451.00
644.00
1,581.00
1,250.00

(9)
(5)

5,000.00

(8)

producing ........................

200,000.00

(3)

Leases unexpired .............................
Supervision ...................................
Subscriptions to capital stock ................

wells

—

—

wells-

37.00
605.00
864.00

Leases expired ................................

Gas
Gas

Taxes paid (property) ........................
Traveling ....................................
Treasury stock ...............................

782.35

$492,351.35

$6,896.35

$707,310.35

$707,310.35

25.00

(12)

25.00

1,681.35

(12)

782.35

1,250.00

18.00
1,500.00

$6,896.35

18.00
1,500.00
25.00

1,681.35

964.00

18.00
1,500.00

1,681.35

22,000.00
11,000.00
451.00
644.00
1,581.00

205,000.00

(12)

(11)

(7)

(6)

(7)

(7)

(6)

(4)

37.00
605.00
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Liabilities and net worth
Liabilities:
Accounts payable
Notes payable. . .
Land contracts. ..

$ 26,439.00
33,947.00
2,700.00
$ 63,086.00

Net worth:
Capital stock...........
Less—treasury stock

$500,000.00
964.00

$499,036.00

141,000.00

Donated surplus

$640,036.00
782.35

Total.........................................
Less—deficit from operations

639,253.65

$702,339.65

No. 2 (12 points):
Abel, Budd, Catt and Dunn were partners in a stock-exchange brokerage
house. During the year 1929, through speculation, the capital of the firm
was reduced to such an extent that it became necessary to seek financial aid.
They succeeded in introducing a capitalist, by name Ezee, to become a partner
and to invest, as such, $500,000 in cash.
By the terms of the new partnership agreement, interest was to be allowed
on capital at the rate of 6 per cent per annum, and the average sales value of
the seats on the exchanges held by the partners, plus cash, was to determine
the values of their interests for capital purposes.
It was expressly stipulated that interest on the capital of the four partners—
Abel, Budd, Catt and Dunn—should not be credited to them unless earned,
but that the interest on Ezee’s cash capital of $500,000 should be paid to him
in any circumstances.
Profits were to be divided on the following bases:
Abel.................................................................. 30 per cent.
Budd................................................................ 25 “ “
Catt.................................................................. 15 “ “
Dunn................................................................ 10 “ “
Ezee.................................................................. 20 “ “
The capital accounts as at December 31, 1930, were as follows:
Average sales value
of exchange seats
Cash
Abel...................................................................
$500,000
$120,000
Budd.................................................................
300,000
100,000
Catt...................................................................
180,000
30,000
Dunn................................................................
80,000
45,000
Ezee...................................................................
500,000
The firm sustained a loss of $240,000, during the year 1930, before any
distribution of interest on capital had been made.
How should this loss be apportioned?
Submit working papers showing how you reach your conclusions.

Solution:
Under the express stipulation of the partnership agreement, interest at the
rate of 6 per cent on his investment of $500,000, or $30,000, must be allowed to
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sales value of

,

,

,

exchange seats ....................................................

’

and
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per

a n n u m .......................................

$620,000

Balance,

December

31,

1 9 3 0 .............................................................
$539,000

81,000

6%

a n d loss.......................................................

capital account at

$620,000

on

Abel
$500,000
120,000

Totals before loss....................................................................

interest

Totals, before interest

—

E zee

D e d u c t share of loss......................................................................

Add

C a s h ......................................................................................

Average

,

A bel Bu d d C att D u n n

$332,500

67,500

$400,000

$400,000

$300,000
100,000

Budd

$169,500

40,500

$210,000

$210,000

Catt
$180,000
30,000

Statement of partners capital accounts for the year ended December, 31, 1930

Dunn

$98,000

27,000

$125,000

$125,000

45,000

$ 80,000

500,000

Ezee

$476,000

54,000

$530,000

30,000

$500,000

$

Together

$1,615,000

270,000

$1,885,000

30,000

$1,855,000

795,000

$1,060,000
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Ezee. No interest is to be credited to the remaining partners “ unless earned.”
The loss of $240,000 should be increased by the amount of interest, $30,000,
allowable to Ezee, which loss should be distributed in the profit-and-loss
sharing ratio as follows:
Profit and
Share of
Partners
loss ratio
loss
$ 81,000
Abel...................................................................
30%
67,500
Bud...................................................................
25
40,500
Catt...................................................................
15
27,000
Dunn.................................................................
10
54,000
Ezee..................................................................
20
Total.............................................................

100%

$270,000

A statement of the partners’ capital accounts appears on the preceding
page.
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PROBLEMS IN COST ACCOUNTING, by Howard C. Greer and Russell
S. Willcox. McGraw-Hill Book Co., Inc., New York. 379 pages.
Problems in Cost Accounting consists almost entirely of problems, without
solutions, covering a wide variety of industries and presenting most situations
likely to arise in cost work. The different types of industry covered inspire
respect for the authors’ wide experience and for their judgment in selection.
That the latter is good is made evident by the inclusion of several problems
that have been taken from the examinations of the American Institute of
Accountants.
The work is divided into six parts, each dealing with a different phase of cost
work. The first is entitled “ Perpetual inventories as a basis of cost accounting
procedure” and describes and illustrates with appropriate problems the system
which must be used if process or departmental accounts are to be kept. The
authors assume, and it may be true, that it is fairly well recognized terminology
to refer to a “perpetual inventory” of labor and expense. While the method
outlined is, of course, in wide use, this application of the description has not
previously come to my notice and I am inclined to think the more usual term
“redistributable accounts” is clearer and more logical. One does include
accumulated labor and expense in an inventory but only so far as they definitely
attach to a specific product, so the idea of inventorying labor and expense
as such seems unnecessarily abstract and confusing; but the idea of distributing
these items to products or processes is comprehensible and describes what is
actually done.
In part two job-order costs for simple enterprises are taken up. The
representations of original records, particularly for payroll, should be valuable
to students in relating the problems to actual situations.
Part three, the more complicated side of job-order cost accounting, is quite
fully treated, perhaps more so than its practical importance warrants. How
ever, job-order costing is something akin to a complete detailed audit: we must
all know about it in order to understand what it is not.
Part four covers process costs and presents a number of excellent problems,
well related to actual facts. The authors’ views on disputed points can not
be ascertained, as solutions are not given, but the material presented could be
used by a skillful and well-informed teacher to bring home to the student the
truths and trials of determining by-product costs.
Standard costs are treated in part five. The space allotted to them while
not altogether commensurate with their importance is enough to illustrate
most of the principles. There seems to be one lack in the problems devoted
to the interpretation of standard costs—much is made of the reasons for
variances between actual and standard costs and the disposal of these variances,
but the relation of standard costs to the selling and administrative policy of a
company is not mentioned.
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Frequently the variances between actual and standard costs are not nearly
so important or significant as the variances between selling prices and standard
costs. Assume a situation such as the following:
Selling
Standard
cost
price
Product
$6.00
$10.00
Size 1..............................................................
12.00
6.75
Size 2—plain..................................................
14.00
7.25
Size 2—steel covered....................................
7.00
13.00
Size 3..............................................................
15.00
8.00
Size 4—plain..................................................
18.50
8.75
Size 4—steel covered....................................
Is not that picture far more significant than:

Size
Size
Size
Size
Size
Size

Product
1..............................................................
2—plain..................................................
2—steel covered....................................
3..............................................................
4—plain..................................................
4—steel covered....................................

Actual
cost
$ 8.00
9.00
9.60
9.30
11.00
11.90

Standard
cost
$6.00
6.75
7.25
7.00
8.00
8.75

The first table will seem much more important to executives and will form
the basis of much more convincing arguments for the adoption of standard
costs than the second. A few problems illustrating points like these might well
have been included.
There are also some interesting problems in distribution costs—adventurous
if short voyages on a comparatively uncharted sea.
My sympathy for the student wells up in great waves as I look through the
practice problem which composes part six. Most cost accounting students
must go through one or more of these and there is nothing more valuable or
more tedious. The student will be as tired of “Kiddie Kars” when he is
through, as I was a good many years ago of hats, but when one of these problems
is worked through the student has something he did not have before. The
problem given seems a good example of its type.
These problems should be of great value to instructors in cost accounting,
for, as the author says, good cost-accounting problems are rare and are, per
haps, even more difficult to construct than good accounting problems.
For the student studying alone the lack of answers will be a handicap and
a companion volume containing them would be useful.
The book as a whole shows a fresh and modern viewpoint, a realization of
present-day problems and obviously represents a vast amount of work in both
research and compilation.
Maurice E. Peloubet.

INTRODUCTION TO ACCOUNTING, by Dallas S. Bolon and George
W. Eckelberry. John Wiley & Sons, Inc., New York. 572 pages.
When the twentieth century was still in its teens, most of the books on ac
counting which had been published in this country were written for the pro
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fessional accountant and the business executive. Very few satisfactory
text-books for use in the teaching of higher accounting had been written.
Consequently, the publication of a book on accounting designed primarily as
a text-book was an event of some moment, and teachers of the subject eagerly
awaited its appearance in the hope that they would find it adapted to use in
their classes.
The last decade and a half, however, has brought about a marked change.
The steady growth in number and size of schools of commerce of collegiate
grade has brought about a proportionate increase in the number of teachers of
accounting and allied subjects. As the interest of such teachers in their work
grows, they naturally develop their own points of view about how the subject
of accounting should best be presented. Not finding a text available which
seems to serve their purpose, many of them do the next best thing and write
one. No difficulties are encountered in finding a publisher. The result has
been that in recent years, a new text-book on accounting, regardless of its
merit, excites comparatively little comment, and no doubt it frequently hap
pens that a book which represents untiring and conscientious work on the part
of its author, thoroughly sound in its presentation of accounting theory, blessed
with an abundance of practice material, and well conceived from a pedagogical
standpoint, is confined in its use as a text largely to the institution with which
its author is associated.
It is to be hoped that the book under review will not suffer such a fate. It
represents the joint work of Professor Dallas S. Bolon, a member of the faculty
of Ohio State University, and Professor George W. Eckelberry, who was for
merly chairman of the department of accounting in the same institution and is
now assistant to its president. Both men are certified public accountants.
Professor Eckelberry is also an attorney-at-law. With the broad educational
and practical background which these men possess, one would naturally expect
a text of real merit, and anyone who is primarily interested in teaching account
ing and who will take the time to give it a careful examination will readily
appreciate the high standard which these men have set for themselves and will
be impressed with the thorough and scholarly manner in which they have
performed their task.
It is important, however, to observe that the book is essentially a text-book
and would be of little service to the practising accountant or the business man.
It seems to me that this is one of its most commendable features. The authors
have wisely not attempted to write a book on accounting theory which would
appeal to all classes and serve all purposes. They rested their case on a text
which would give beginning students a thorough understanding of accounting
principles and procedure. It is designed to cover only the first year of an
accounting course of collegiate grade, and the authors state in their preface
that it follows work given in accounting in the first year at Ohio State Univer
sity.
The teacher who stresses the importance of laboratory work will find that the
book contains an abundance of such material. This wealth of practice
material should make a strong appeal to the teachers, of whom there are still
a goodly number, who are old-fashioned enough to believe that the only way by
which the average student can obtain a sound, practical knowledge of the sub
ject is by repeated and continuous drills in the application of theoretical
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principles as demonstrated by problems and exercises. I am a firm believer
in this method.
The book is conveniently divided into two sections, each presumably planned
to meet the requirements of a half year’s work. To quote from the preface,
“The first half deals with the affairs of a simple type of business conducted by
a single individual, developing from the smallest of beginnings into a typical
merchandising concern of minor size. In the second half, the business develops
into an enterprise conducted by a partnership and later by a corporation, a
manufacturing department being added with the adoption of the corporate
form of organization.”
In general, the authors have accomplished well the task which they under
took. The book presents the theory of accounting in clear, simple and concise
language reinforced with an abundance of interesting problems and exercises.
Charles F. Rittenhouse.
HANDBOOK OF BUSINESS ADMINISTRATION, by W. J. Donald,
American Management Association. McGraw-Hill Book Co., Inc.,
New York, 1931. 1753 pages.

Handbook of Business Administration is an encyclopaedia, not a vehicle for the
views of any one author. The list of contributors contains 129 names, includ
ing men and women nationally known as specialists in law, commercial business,
insurance, public utilities and research departments of corporations, together
with a few professional economists. Besides these there is a long list of coop
erating committees and other helpers. Other publishers, too, have given aid.
The contents form an elaborate exposition of the best modern practice in the
whole field of business administration. The main divisions deal with market
ing, financial management, production management, office management,
personnel management and general management. Each of these divisions
contains articles dealing not with theories but with the practical application of
the modern methods, illustrated with tables, graphs and statistics.
Not the least interesting of the sections are those in the division “ personnel
management,” dealing with age limits in employing men and with the employ
ment of college women. There is not much comedy to be looked for in a book
of this kind; the article on college women, by a former director of Bell Tele
phone Laboratories, contains the only specimen I have found. It says that
the danger of college women marrying is ever present in the employer’s mind;
that college women may have a shorter business life because they enter at a
later date; and that “the threat becomes less menacing after five years.”
It is as difficult to summarize the contents as it would be to summarize those
of Encyclopaedia Britannica, but it may be said that the executives of large
enterprises can find in it sufficient detail of the most modern practice, data on
results obtained and the advice of a specialist.
Although well printed and beautifully bound the book is difficult for contin
uous study because of the small type and the extreme reduction in size of the
exhibits, some of which can hardly be read without a hand lens. There is a
fair index.
A reference book for big business, not a text-book for students. The modern
note is emphasized.
F. W. Thornton.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Accountants,
in authorizing the publication of this matter, distinctly disclaims any re
sponsibility for the views expressed. The answers given by those who reply are
purely personal opinions. They are not in any sense an expression of the In
stitute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
CERTIFICA TE OF PARTICIPA TION IN ACCOUNTS OF
INVESTMENT TRUST
Question: An investment trust sells certificates of participation to its partic
ipants. These certificates represent a pro-rata share of the net assets of the
trust. The value of the net assets is determined by computing the market
value of the securities in the trust at the date when the new participation is to
be issued, plus any cash on hand, etc. No entry is made on the books to adjust
the values of the securities to that date. The net value of the assets is divided
by the number of participating units then outstanding to find the value per
unit, and the new certificate holder pays that price for his units.
Now, a certificate holder some years ago paid, say, $10 a unit for a partici
pation. The trust indenture provides that a certificate holder may turn in his
certificate, and if acceptable to the board of directors, he will receive cash in
redemption of his certificate, but he will receive only whatever his certifi
cate may be worth when it is redeemed. Because of the decrease in values of
the securities in the trust fund, a certificate holder gets only $6 a unit for his
certificate.
To what sort of an account should the $4 difference be credited on the books
of the trust, and how should that account be handled in the annual report of the
investment trust? The trust indenture makes no provision covering this condi
tion. The securities in the trust fund are carried on the investment-trust books
at cost. Profit or loss is taken up on the books only when the securities are
sold. The participating certificates outstanding are carried on the books at
sale price.

Answer No. 1: It is our opinion that this transaction should be handled
somewhat the same as if the investment trust were a corporation. In other
words, the $10 originally received should be charged against the outstanding
certificates of participation and the $4 difference should be credited to a surplus
account separate from current profit and loss. If it were a corporation, proper
credit would, of course, be to capital surplus, and some account of this nature
should probably be opened by the investment trust.
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It seems to us that some part of or perhaps all of the $4 difference may be an
offset to charges against earned surplus, unless the reduction in certificate
value to $6 represents a loss which is not eventually realized. In other words,
if the company has actually sustained losses reducing the certificate value to
$6, then so far as the certificate in question is concerned, the investment trust
as such does not sustain the $4 loss, but this loss falls on the stockholder who
sells his certificate for $6. If it were conceivable that all certificate holders
could turn in their certificates at the price of $6 and the $4 difference were the
measure of the accumulated losses, the investment trust would be left with its
original paid-in capital. However, the foregoing remarks would also apply to
a corporation, because capital surplus, arising through acquisition of its own
stock, may in effect be an offset to deductions taken against earned surplus.
Our opinion, as stated above, is based on the rather limited data in your let
ter, and is subject to possible change which might result from a more detailed
knowledge of the facts involved.
Answer No. 2: The question refers to the disposition of the difference of
$4 between the price at which a participation unit was issued and the price at
which it was redeemed. Inasmuch as $4 represents a proportionate part of the
depreciation which had occurred in the value of securities owned by the trust
between the dates of issuance and redemption of the certificates in question,
it is quite apparent that the $4 should be credited to a reserve account which
would represent the amount of depreciation on securities which had been recog
nized and absorbed by former owners of participating certificates.
In the preparation of statements, therefore, this reserve would be utilized to
care for a certain portion of depreciation in the value of securities. Any de
preciation in excess of the amount in reserve would, of course, represent a reduc
tion in the value of the outstanding unit certificates.
BOOK ACCOUNTS
Question: Some time ago one of our customers was in difficulties and we
took an assignment of accounts receivable to protect our interests. This com
pany had a subsidiary to which it was supplying substantial sums for working
capital, in fact the subsidiary company had a nominal capital of $1,000 and the
advances by the parent company amounted to more than $700,000. Our as
signment was drawn in a very general way, referring to “book accounts.”
The parent company went into receivership, but the subsidiary was not in
volved in these proceedings and continued to operate. After making the
assignment of the accounts, the parent company continued to make substantial
advances to the subsidiary company. There were transfers of supplies and
cash from one to the other, but the net effect was to build up a still heavier
debt by the subsidiary. We are now endeavoring to bring under this assign
ment the amount owed to the parent company by the subsidiary.
Our attorneys are anxious to know what the accounting profession under
stands by “book accounts.”

Answer No. 1: Without professing to understand the legal aspects of the
situation, it seems to us that unless the assignment specifically covered the
accounts of certain customers, the term “book accounts” could quite properly
be construed to cover all open accounts, including the one representing ad

232

Accounting Questions
vances by the parent company to its subsidiary company. The term “book
accounts,” as we understand it, would not necessarily be confined to ordinary
trade accounts but would include all receivables.
Answer No. 2: In the first place, we do not believe that the term “ book ac
counts” has been generally enough used to have acquired any clear definition.
Our first impression would be that it related to accounts receivable, but the
term is so general that it might very well apply to any account on the books.

Answer No. 3: So far as we are aware there is no technical or specialized
significance assigned to the term “book accounts,” except that by a loose usage
“book accounts” is sometimes used as interchangeable with “book debts.”
It seems to us that the question turns on the intent of the parties. From the
details available it would seem that the intent was to assign the book debts of
the parent company and, in the absence of a specific exclusion, the amount due
from the subsidiary, we consider, might well be taken as coming within the
description.

ACCOUNTING FOR A FINANCE (SMALL LOANS) COMPANY
Question: We have been asked to install a bookkeeping system for a finance
(small loans) company, properly to reflect the earnings each month.
The finance company operates as follows—A person asks for a loan of $100.
The finance company takes a note for $100 but gives the borrower only $90.
The 10 per cent of the loan which is deducted by the company represents 7
per cent of interest deducted in advance and a 3 per cent fee for making the
loan. Repayment is made in 10 equal monthly instalments.
At the present time the 10 per cent is taken up as income on the monthly
financial statements, and every six months the deferred income is computed and
adjusted on the books to the proper figure.
Answer No. 1: Generally speaking, the methods followed by finance com
panies (excluding variations) might be said to consist of the practically easier
one of taking up the interest and fee income into earnings as received (i.e., at
taking of note in this case), with periodic corrective adjustments for unearned
income, and the theoretically proper one of deferring the entire amount at such
time of receipt, with monthly entries taking the earned portions into income.
As a matter of practical convenience, we see no objection to the stated prac
tice of the company in taking up the entire 10 per cent of interest and fee as
received, with adjustment for the proper deferred portion every six months,
provided that any statement of monthly earnings in the interim be shown as
subject to such semi-annual adjustment. This answer is predicated on the
assumption that—if there is no considerable divergence monthly between the
aggregate amounts of loan collections and new loans made—the income thus
tentatively taken up would, in any event, approximate the proper accrual; and
correspondingly, the deferred income credit carried forward from the beginning
of the six-month period would measure, for practical purposes, the amount of
unearned income. In the initial period of operations, of course, such an as
sumption would not be tenable, but once the company’s working capital is all
invested and thereafter merely in process of a more or less constant monthly
turnover, the procedure above outlined should be satisfactory for practical
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purposes. In the event of any appreciable increase or decrease in the amount
of loans outstanding over any such six-months period, some interim adjust
ment of the deferred income credit, made upon the basis of estimates, would
suffice to place the monthly earnings on a fairly accurate basis.
As an alternative suggestion, the interest, as received, might be credited
directly to deferred income, with a monthly transfer to earnings of the necessary
amount to state the month’s earnings on the basis of 1 per cent of the
month’s average of total loans outstanding. The ascertainment of the latter
should not be a matter of any difficulty.
Answer No. 2: From the standpoint of monthly earning statements, it is
not in accordance with sound accounting practice to take into income in the
month in which a loan is made the prepaid interest and fee which is collected by
the finance company. Such deferred income, in order to reflect the correct
earnings, should in our opinion be amortized over the period of the note. In
the example mentioned by your correspondent, the entry at the time of making
the loan should be as follows:

Notes receivable........................................... Dr. $100.00
To Cash.....................................................
Cr. $90.00
Deferred income...................................
10.00
Inasmuch as the loan is repayable in ten monthly instalments, it follows that
the amount to be credited to income for the last month of the note's duration
will be interest on $10, whereas at the end of the first month it will be the in
terest on $100 and at the end of the 6th month interest on $50. In working out
this calculation it will be found that the effective rate of interest on the loan is
slightly over 15 per cent and that the interest for the last period is therefore
approximately 15 cents.
We can see no reason why the amount of interest which is taken into income
each month should be computed for each loan. In our opinion, it would be
sufficiently accurate if one-half of the first month’s combined interest for all
loans within a month be taken into income in the month in which the loans are
made without regard to the particular day of the month on which a loan is
made. As the loans are all repaid in equal instalments over the same number
of months and at the same rates for interest and fee, a monthly computation
only is necessary to determine the distribution by months of the interest and
fees collected in advance on the total loans made each month. The result of
this computation and distribution by months may be accumulated in columnar
form by months with similar computations for prior months, thus obtaining the
total amount to be taken into income each month.
While this method is not exactly accurate, it would appear to be reasonably
so for all general purposes.

234

Current Literature
Compiled in the Library of the American Institute of Accountants

[Photostatic reproductions (white printing on a black background) of most
of the articles listed in The Journal of Accountancy or Accountants' Index
may be obtained from the library of the American Institute of Accountants,
135 Cedar Street, New York, at a rate of 25 cents a page (8½ in. x 11 in.), at
35 cents a page (11½ in. x 14 in.), plus postage. Members and Associates
of the American Institute of Accountants are entitled to a discount of 20 per
cent. Identify the article by author, title, name of periodical in which it
appeared, date of publication and paging. Payment must accompany all
orders.]
ACCOUNTANCY
Law
Louisiana
Bienvenu, Emile. Louisiana Regulatory Accountancy Law. Certified Public
Accountant, January 1932, p. 10-2, 62.
ACCOUNTANTS
Duties and Responsibilities
Annan, William. Liability of Auditors. Accountants’ Magazine, Decem
ber 1931, p. 562-70.
Lunt, H. Julius. Liability of an Accountant for Negligence. Accountant,
January 16, 1932, p. 73-8.
ACCOUNTANTS’ OFFICE
Warren, Robert E. Classification of Accountancy Services and Responsibility
of Accountants. Certified Public Accountant, January 1932, p.
18-23, 51.
ACCOUNTING
Encyclopedias, Dictionaries, Etc.
Accountants' Handbook; edited by W. A. Paton. Edition 2. New York,
Ronald Press Company, 1932. 1873 p.

Systems
Queen, C. L. Keeping Step with Progress in Accounting Systems.
& M. Journal, November 1931, p. 23, 26-7.

L. R. B.

AUDITING AND AUDITORS
Kortjohn, Martin. Continuous Audits. Journal of Accountancy, Feb
ruary 1932, p. 107-10.
BALANCE-SHEETS
Parkinson, O. W. Analysis of a Balance Sheet. Accountant in Australia,
November 1931, p. 545-52.

BANKERS, COOPERATION WITH
New York State Society of Certified Public Accountants. Relations between
Accountants and Bankers; Discussion with a Committee of the Robert Morris
Associates at a Meeting of the New York State Society of Certified Public
Accountants Under the Direction of the Society's Committee on Cooperation
with Bankers and Other Credit Grantors; Waldorf-Astoria Hotel, November
16, 1931. New York, The Society, 1931. 53 p.

235

The Journal of Accountancy
BANKRUPTCY
Schrantzer, Eugene. Study in Bankruptcy Administration.
Practice Review, December 1931, p. 27-37.

Corporate

BOOKKEEPING
Hamilton, W. R. Principles of Modern Bookkeeping; edition 2, by Stanley W.
Rowland. London, Gee and Company, Limited, 1931. 164 p.

BRANCHES
Accounting
Thomson, S. J. Inauguration of an Accounting System Suitable for a General
Merchant Trading in Several Departments Having Numerous Branches in
Outlying Centres. Commonwealth Journal of Accountancy, Novem
ber 1931, p. 78-80.
BUDGETS
Business
LaRose, E. S. Budgetary Control. Canadian Chartered Accountant,
January 1932, p. 227-75. Cost and Management, January 1932, p.
3-25.
Queen, C. L. Administration of Commercial Budgets. L. R. B. & M. Journal,
November 1931, p. 3-5, 25.

CALENDAR
Achelis, Elisabeth. World Viewpoints; an Address at the League of Nations.
Journal of Calendar Reform, December 1931, p. 129-34.

CERTIFICATES
Barton, A. E. Auditors' Certificates and Reports.
November 1931, p. 540-5.

Accountant in Australia,

CONTRACTORS
Accounting
Carson, Edward G. Some Comments on General Contractors' Accounts.
L. R. B. & M. Journal, January 1932, p. 4-7, 23-4.

CORPORATIONS
Accounting
Geier, George J., and Mautner, Oscar. Necessity for Proper System Structure.
Corporate Practice Review, December 1931, p. 38-41.

COST AND FACTORY ACCOUNTING
Overhead
Blyth, J. R. Control and Application of Overhead Expenses During Trade
Depression. Cost Accountant, December 1931, p. 183-8, Discussion,
p. 188-200.
CREDIT
Heiman, Henry H. Accounting and Credits. Certified Public Accountant,
January 1932, p. 2-5.
DEBT, INTERNATIONAL
Auld, George P. International Debtors and Creditors. Bulletin, New York
State Society of Certified Public Accountants, January 1932, p.
11-28.
Parsons, Geoffrey. Forces that Transcend Economics. Bulletin, New York
State Society of Certified Public Accountants, January 1932,
p. 29-44.

236

Current Literature
DEPARTMENT STORES
Stockkeeping
Selmon, H. R. Stock Control and Departmental Management.
December 19, 1931, p. 809-12.

Accountant,

DEPRECIATION, DEPLETION AND OBSOLESCENCE
Staub, Walter A. Depreciation of Appraised Values. American Account
ant, January 1932, p. 6-10.

Furniture and Fixtures
Watson, Leo P. Depreciation on Furniture and Fixtures, Life Insurance Com
panies. Internal Revenue News, January 1932, p. 8-10.
DISTRIBUTION
Humphrey, H. A., and Sanborn, J. F., Jr. Third Annual Boston Conference on
Retail Distribution. L. R. B. & M. Journal, January 1932, p. 18-21, 24.

DIVIDENDS, STOCK
Freeman, Herbert C. Stock Dividends and the New York Stock Exchange.
American Economic Review, December 1931, p. 658-71. Reprinted
from American Economic Review.

ELECTRIC AND STREET RAILROADS
Costs
Richey, Albert S. Electric Railway Fares and Wages Steady—Costs Decline.
Transit Journal, January 1932, p. 24-6.
FINANCE
Dominican Republic
Addison, Taylor G. Reorganization of the Financial Administration of the
Dominican Republic. Washington, D. C., Brookings Institution, 1931.
105 p. (Brookings Institute Pamphlet Series No. 8.)

FOREIGN EXCHANGE
Sells, John F. Effect of Foreign Exchange Fluctuations on Profits.
of Accountancy, February 1932, p. 93-106.
GRAIN
Accounting
Field, Alexander M. Grain Futures and Grain Accounting.
Accountancy, February 1932, p. 119-27.

Journal

Journal

of

HOUSEHOLD
Accounting
Cowan, Elizabeth L. Budgeting in the Home. New York, National Associa
tion of Cost Accountants, January 1, 1932. (N. A. C. A. Bulletin,
vol. 13, no. 9, section 1, p. 608-18.) Printed with; Forman, Harry M.
Accounting for the Cost of Your Playtime Equipment.

INSTALMENTS
Accounting
Aston, Charles W. Hire-Purchase Accounts and Finance.
Company, Limited, 1930. 222 p.

London, Gee and

INTEREST AS A COST
Burke, Thomas J. Capital and Costs; Should Interest on Investment be Included
in Costs? Pulp and Paper Profits, December 1931, p. 8-10.

237

The Journal of Accountancy
INVENTORIES
Georgia Society of Certified Public Accountants. Atlanta Chapter. Verifi
cation and Display of Merchandise Inventories; Report of the Special Com
mittee on Verification and Display of Inventories, of the Atlanta Chapter,
Georgia Society of Certified Public Accountants. Atlanta, Ga., Treasurer,
354-A Hurt Building, December 1, 1931. 12 p.
Hamilton, Alexander. Importance of Inventory. Furniture Record and
Journal, January 1932, p. 53-4.
Purdy, Arthur S. Merchandise Transfers Under the Retail Inventory Method.
Pathfinder Service Bulletin, December 1931.
INVESTMENTS AND SECURITIES
Chamberlain, Lawrence, and Hay, William Wren. Investment and Specula
tion; Studies of Modern Movements and Basic Principles. New York,
Henry Holt and Company, c 1931. 322 p.
JOBBERS
Accounting
Grantham, J. P. Receivables of Jobbing Concerns. Journal of Accountancy,
February 1932, p. 111-8.
LOANS
Keen, F. N. Government Loans for Industry. Accountant, December 5,
1931, p. 741-2.
MONEY
Madden, John T. Monetary Status of the Present Day. Certified Public
Accountant, January 1932, p. 6-9, 27.
MOVING PICTURE THEATERS
Accounting
Weir, R. Lorimer. Cinema Accounting and the Compilation of Interim Trading
Results. Accountants’ Magazine, December 1931, p. 573-8.
MUNICIPAL AUDITING
Rawlings, A. Lee. Advantages of Audits to Cities and Towns.
Public Accountant, January 1932, p. 31-4.

Certified

MUNICIPAL FINANCE
Magee, W. A. Municipal Finance. Certified Public Accountant, Jan
uary 1932, p. 34-6.
NEWSPAPERS
Accounting
Van Benthuysen, A. S. Newspaper Organization and Accounting. New York,
Prentice-Hall, Incorporated, 1932. 544 p.
Belcher, Donald. Industrial
January 1932, p. 11-5.

PENSIONS
Pension Plans.

American

Accountant,

PUBLIC UTILITIES
Accounting
Lobban, J. H. Keynotes to Accounting Progress. Railroad and Public
Utility Accountant, January 1932, p. 13-6.
MacInnes, Duncan. Billing and Controlling Accounts at Montreal L. H. & P.
Cost and Management, December 1931, p. 360-4.

238

Current Literature
RAILROADS
Accounting
Accounting for Emergency Freight Charges. Railroad and Public Utility
Accountant, January 1932, p. 18-9.
Scannel, W. W. Is the Unit Plan of Interline Freight Accounting Feasible?
Railroad and Public Utility Accountant, January 1932, p. 9-12.
Valuation
Wu, Shao-Tseng. Railroad Valuation and Fair Return; a Study of the Basis,
Rate, and Related Problems of Fair Return for American Railroads. Phila
delphia, Pennsylvania, University of Pennsylvania Press, 1930. 233 p.

RATIOS
Illinois. University of. College of Commerce and Business Administration.
Bureau of Business Research. Demonstration of Ratio Analysis. Urbana,
Illinois, University of Illinois, Bureau of Business Research, December
1931. 52 p. (Bulletin No. 40.)

REAL ESTATE
Valuation
Babcock, Frederick M. Real Estate Valuation. Ann Arbor, Michigan, Uni
versity of Michigan, School of Business Administration, Bureau of Busi
ness Research, 1932. 80 p. (Michigan Business Studies, vol. 3, no. 1.)

SPORTING GOODS
Accounting
Forman, Harry M. Accounting for the Cost of Your Playtime Equipment. New
York, National Association of Cost Accountants, January 1, 1932.
(N. A. C. A. Bulletin, vol. 13, no. 9, section 1, p. 597-606, Discussion,
p. 606-8.)
STOCK
Ashton-Cross, D. I. C. Some Notes on Share Registration.
Magazine, December 1931, p. 590-4.

Accountants’

Transfer of
Deck, J. A. New Method of Maintaining Stock Transfer Records.
Companies, January 1932, p. 55-9.

Trust

Treasury
Capital Adjustment Theory of Treasury Stock. Haskins and Sells Bulletin,
January 1932, p. 1-8.
TARIFF
Birnie, Arthur. Is the Case for Free Trade Still Valid? Accountants’
Magazine, December 1931, p. 579-87.
TAXATION, UNITED STATES
Municipal
Rightor, C. E. Comparative Tax Rates of 290 Cities, 1931.
National Municipal Review, December 1931.

Reprinted from

TELEPHONE AND TELEGRAPH
Accounting
Driver, Russell E. Telephone Accounting. New York, National Association
of Cost Accountants, December 15, 1931. (N. A. C. A. Bulletin, vol.
13, no. 8, section 1, p. 521-35, Discussion, p. 535-40.)

239

The Journal of Accountancy
TICKETS
Mackenzie, J. F. Accounting System for the Ticket Department of the Xth
Olympiad. Pathfinder Service Bulletin, January 1932.

Addresses of Periodicals:

Accountant, 8 Kirby Street, London, E. C. 1, England.
Accountant in Australia, 65 York Street, Sydney, New South Wales.
Accountants’ Magazine, 23 Rutland Square, Edinburgh, Scotland.
American Accountant, 225 Broadway, New York City.
American Economic Review, Yale Station, New Haven, Connecticut.
Bulletin, New York State Society of Certified Public Accountants, 110 William Street, New
York City.
Certified Public Accountant, National Press Building, Washington, D. C.
Commonwealth Journal of Accountancy, 59 William Street, Melbourne, Australia.
Corporate Practice Review, 11 West 42nd Street, New York City.
Cost Accountant, 6 Duke Street, St. James’s, London, S. W. 1, England.
Cost and Management, 81 Victoria Street, Toronto, Canada.
Furniture Record and Journal, Division Avenue, North, Chicago, Illinois.
Journal of Accountancy, 135 Cedar Street, New York City.
L. R. B. & M. Journal, 110 William Street, New York City.
N. A. C. A. Bulletin, 1790 Broadway, New York City.
National Municipal Review, 261 Broadway, New York City.
Pathfinder Service Bulletin, 330 North Los Angeles Street, Los Angeles, California.
Pulp and Paper Profit, 370 Lexington Avenue, New York City.
Railroad and Public Utility Accountant, 18 East Huron Street, Chicago, Illinois.
Transit Journal, 10th Avenue and 36th Street, New York City.

240

